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THE ECONOMIC OUTLOOK AND OPTIONS FOR 

STIMULUS 


WEDNESDAY, NOVEMBER 19, 2008 

U.S. Senate, 

Committee on the Budget, 

Washington, DC. 

The committee met, pursuant to notice, at 10:04 a.m., in room 
608, Dirksen Senate Office Building, Hon. Kent Conrad, chairman 
of the committee, presiding. 

Present: Senators Conrad, Murray, Nelson, Cardin, Sanders, 
Whitehouse, Gregg, and Sessions. 

OPENING STATEMENT OF CHAIRMAN CONRAD 

Chairman Conrad. The hearing will come to order. I want to 
welcome everyone to the Budget Committee. Today’s hearing will 
focus on the nation’s economic outlook and the options for stimulus. 
We have birds chirping there, birds chirping in the sound system. 

I hope that this hearing proves timely because this is very cen- 
tral to the discussion and debate about what needs to be done to 
stimulate the economy, both during this truncated session, but also 
when Congress resumes, and we are being told that we will be 
right back at it during the first part of January, so no one should 
expect that the usual rhythm of this place will be the rule. 

I would like to particularly welcome our witnesses this morning, 
Mark Zandi, who has testified before this committee before and 
whom we see as a very valuable resource for this committee. He 
is the Chief Economist and co-founder of Moody’s Economy.com. 

Simon Johnson, Senior Fellow at the Peterson Institute for Inter- 
national Economics and Professor of Entrepreneurship at MIT’s 
Sloan School, welcome. It is good to have you here. 

And John Taylor, Senior Fellow at the Hoover Institution and 
Professor of Economics at Stanford University, my alma mater. I 
was there with our grandson this summer and I was showing him 
around and we had a wonderful time. 

This is a distinguished panel and I very, very much appreciate 
your being willing to come and share your thoughts with us. 

Let me just start with a few charts to put our current cir- 
cumstance in some perspective. The downturn has featured a dra- 
matic collapse in the housing market. All of us know that. We can 
see what has happened to the home foreclosure rate. It remains at 
the highest level ever. The housing decline rippled through the rest 
of our economy and helped trigger the financial market crisis. 

( 1 ) 



Home Foreclosure Rate 
at Highest Level Ever 


(Percent of all mortgages serviced, Quarterly data through 2008: II) 
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Source: Mortgage Bankers Association 

Note: Number of mortgages entering foreclosure in a given quarter. 
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Let us go to the next slide, if we can. Credit markets were essen- 
tially frozen from late September through mid-October. This chart 
shows the clearest measure of what happened to our credit mar- 
kets. 


Credit Markets Were Frozen: 

Banks Were Unwilling to Lend to Each Other 

("TED" spread: percentage point difference between 3-month LIBOR and Treasury bill rates) 



Sources: London Interbank Offered Rate (LIBOR) from the British Bankers' 
Association and Treasury bill rate from the Federal Reserve Board. 

Note: Daily data through November 17, 2008 


This is the so-called TED spread, the difference between the in- 
terest rate at which banks can borrow from each other based on 
the London Interbank Overnight Rate and the rate on U.S. Treas- 
ury bills. It shows that the typical difference between the two, 
which is relatively modest, has absolutely skyrocketed. In fact, it 
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went up ninefold before now falling back after all of these dramatic 
policy interventions, but still remains very high by historical stand- 
ards. 

Third, we have lost 1.4 million private sector jobs since December 
of last year, with 263,000 jobs lost in October alone. 



Fourth, the economy is expected to contract further. We saw the 
economy shrink by three-tenths of 1 percent of GDP in the third 
quarter of this year. The blue chip consensus is that it will shrink 
by 2.8 percent of GDP in the fourth quarter. 
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Fifth, retail sales have plummeted, falling 2.8 percent in October. 
What we are hearing from retailers around the country is that re- 
tail sales continue to slide. I am very pleased to report in my home 
State of North Dakota, retail sales are actually increasing during 
this period. So if anybody is looking for a job or economic oppor- 
tunity, we welcome you to North Dakota. 
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The unemployment rate has now climbed to 6.5 percent, so clear- 
ly the economy is struggling and we have to act. That is why we 
are here discussing a stimulus package today. 



Unemployment Rate 
Climbs to 6.5 Percent 


(Monthly data through October 2008) 



4.3% 

Mar May Jul Sep Nov Jan Mar May Jul Sep Oct 
2007 2008 

Sources: Bureau of Labor Statistics, U.S. Department of Labor 
Note: Percent of civilian labor force 


There are several options to be considered. Many economists are 
urging that a package must be large enough to have an impact. We 
have heard estimates anywhere from, at the low end, 1 percent of 
GDP of a stimulus package to 3 percent of GDP. Just to put that 
in some perspective, we have about a $14 trillion economy, so we 
are talking about a stimulus package of anywhere from $140 billion 
to $420 billion. We have even heard some say that a stimulus pack- 
age should be as much as $500 billion. We have seen what China 
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has done with a package of well over $500 billion on a much lower 
base in terms of the size of our economy than ours. 


Stimulus Options 

• 1-3% of GDP 

• Unemployment Insurance 

• Food Stamps 

• Ready-to-Go Infrastructure Projects 

• Aid to Homeowners 


In terms of specific options, we could extend unemployment in- 
surance. That is considered stimulative because it goes to people 
who need it the most and who are most likely to spend those dol- 
lars. We could also do the same with Food Stamp assistance, broad- 
en it, extend it. Again, those are dollars that are considered highly 
stimulative. 
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Third, we could fund ready-to-go and near-term infrastructure 
projects. Typically, that is looked on somewhat dimly by those in 
the economic profession because often those packages are too slow 
to get into the economy to be considered timely. I think in this cir- 
cumstance, we need to look again at infrastructure projects. 

I have just done community forums in 50 communities in North 
Dakota. It was very interesting, the reaction. It was over- 
whelming — overwhelming — in support of infrastructure projects as 
a means of stimulating the economy. 

And we could provide aid to homeowners. That is another option. 

The argument against infrastructure being effective, because it 
can be often delayed, I think may be contradicted by what we see 
as ready-to-go projects around the country. The American Associa- 
tion of State Highway and Transportation Officials has said that 
they have more than 3,000 ready-to-go highway and bridge projects 
across the country. The group’s Executive Director said, and I 
quote, “If Congress wants to support small business, create thou- 
sands of jobs here at home, and stimulate the economy, it should 
invest in the more than 3,000 ready-to-go highway projects that 
could be under contract within the next 30 to 90 days.” 
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Transportation Group Cites 3,000 
‘Ready-to-Go’ Highway Projects 

“If Congress wants to support small 
business, create thousands of jobs 
here at home and stimulate the 
economy, it should invest in the more 
than 3,000 ‘ready to go’ highway 
projects that could be under contract 
within the next 30-to-90 days..” 

- John Horsley 

Executive Director of the American 
Association of State Highway and 
Transportation Officials (AASHTO) 
October 15, 2008 


I asked my own Transportation Director in North Dakota, what 
is their circumstance. He told me they have in my small State $300 
million of projects ready to go. Engineering is completed. Design is 
completed. Land is acquired. They are ready to let contracts if they 
have the money. 

I am very interested in hearing the views of our witnesses, and 
with that, I want to turn to my very able colleague, Senator Gregg. 
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OPENING STATEMENT OF SENATOR GREGG 

Senator Gregg. Thank you, Mr. Chairman. Thank you for calling 
this hearing and I appreciate the panel, which is an expert panel, 
to say the least, participating also. 

Obviously, we are confronting an economic situation which is ex- 
traordinarily difficult and for a period, well, this is a precipice 
which would have been potentially unique in our experience and 
also catastrophic, with the potential meltdown of our financial sec- 
tor. We are still working through that process of how we make sure 
that our financial sector remains at least strong and substantive 
during these very difficult times. 

There has been some discussion, of course, as to what we should 
do with the additional TARP money, which it appears it will be 
$350 billion on the table for the next administration to use. I be- 
lieve Secretary Paulson has made it fairly clear that at a min- 
imum, that is what will be left available for use. I think that is a 
good decision by Secretary Paulson, to allow President-Elect 
Obama to make the decision as to how those additional funds will 
be moved in the area of protecting and promoting and strength- 
ening our fiscal year structure. 

I would like to hear the panel’s comment as to what they think 
should be done with those dollars, because those are ready dollars, 
so to say, to quote Phil Gramm but in a different context. What is 
important in my opinion is that we put the dollars on the problem, 
and the problem is foreclosures and stability of the real estate in- 
dustry and the real estate markets. 

The decision by the Secretary to move the initial dollars directly 
into capital restructuring of the financial institutions which were 
at risk, I think was also the right decision, because it was fairly 
clear that getting those dollars out the door into the purchasing of 
non-performing assets was going to be very difficult. Pricing those 
assets was going to be extraordinarily difficult. Setting up the auc- 
tion process appeared to be extremely complex. 

And although the Chairman and I worked very hard through a 
long 48-hour period to put the bill together with the expectation 
that it would be developed as a bill that would be focused on trou- 
bled assets and getting those off the books of the financial institu- 
tions, the decision to go directly to capital infusion, I think, was a 
correct decision and has stabilized those institutions and more in- 
stitutions to come. 

But the question now is with the additional $350 billion, is there 
a structure which would allow us to use those dollars effectively to 
get at the underlying problem of the real estate pricing in this 
country and the overhead of inventory and specifically at allowing 
people who are in their home as homeowners, not as speculators, 
but are in their home as homeowners to stay in their homes 
through some sort of restructuring using those dollars, and does 
that have a stimulus effect and does that help the situation if we 
did that. 

The second issue which is on the table right now, of course, is 
the issue of dealing with the automobile companies and their weak- 
ened situation, which is more than weak, it appears, and whether 
or not it is appropriate for the Federal Government to go beyond 
what is the already $25 billion that is in the pipeline or whether 
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that $25 billion should be reoriented in some way to be gotten out 
the door faster and in a more immediate way, as it appears to be 
at the present time delayed. I would be interested in the thoughts 
of the panel on that and what is the proper role relative to the 
question of the automobile companies and should this include not 
only the issue of compensation at the executive level, which it obvi- 
ously should include if the Federal Government steps in, but also 
the issue of employee compensation and especially retiree com- 
pensation. 

I read, regrettably in my opinion, that the UAW has rejected out 
of hand any action in that area as an element of the taxpayers 
stepping forward. They appear to be willing to let the taxpayers 
take the risk, but not their membership. It would seem to me that 
any restructuring is going to have to by definition, in order for 
these companies to survive, include some sort of restructuring in 
the area of compensation, not only at the executive level, but on 
the line, and so I would be interested in your views on that. 

Obviously, the Chairman has alluded to various types of stim- 
ulus packages which are in consideration, the usual suspects of the 
Keynesian philosophy, which is unemployment extension and Food 
Stamps and initiatives in those areas, which have a checkered his- 
tory of actually creating economic stimulus. In fact, we don’t have 
to go too far back to see how checkered that history is when we 
look at the first stimulus package, which this Congress did this 
year earlier under the $60 billion, the vast majority of which was 
simply a direct repayment, rebate, whatever you want to call it, to 
Americans of $600 or more and which I would be interested in the 
reaction of this panel to what that stimulus package did and 
whether we got value for our dollars. 

It would seem to me, at the time, I said we should have spent 
that money on the problem, which again was real estate and stabi- 
lizing the real estate markets, especially ownership by individuals 
who are in a home who are finding themselves stressed by the fact 
the value of the home has dropped and the cost of the mortgage 
has reset. But we decided not to take that route. We decided in- 
stead to simply throw $600 in various packets out of a helicopter 
across this country which was then used to purchase Chinese 
goods, which may have stimulated the Chinese economy but I don’t 
think stimulated ours all that much. 

So I would be interested in getting the panel’s view as to what 
type of stimulus really does stimulate in the short term. The Chair- 
man has made the argument for infrastructure. I don’t have any 
argument or disagreement with the belief that infrastructure in the 
long term is a good capital investment for a nation. Building better 
roads, sewage systems, water systems, transportation systems is a 
good investment for our nation. But is it a short-term stimulus? 
That is a good question. In fact, if you look at the proposals, it 
looks like less than 20 percent of the dollars that are actually pro- 
posed for infrastructure stimulus would actually be spent in 2009. 
If that is the case, is it really a stimulus or is it a capital improve- 
ment program for the long term? 

So these are the questions which we are going to have to answer 
as a Congress. I do agree with the President-Elect and with the 
Chairman that a stimulus package is necessary, but how do we do 



13 


it? How do we do it right, and where should it be focused? Should 
it be focused on the problem — obviously, I am asking rhetorically — 
which is the real estate issue? Should it be focused on the more 
philosophical approach, which would be Keynesian philosophy? Or 
should it be focused on infrastructure or some combination? And 
how do we deal with the real issue that is immediately on our 
table, which is the question of the automobile manufacturers, the 
American automobile manufacturers? 

So again, Mr. Chairman, I thank you for setting this hearing up 
so that we can get some answers to these questions. 

Chairman Conrad. Excellent questions that the Ranking Mem- 
ber has laid out, and I want to again thank him and his staff for 
their cooperation in setting up this hearing. 

And with that, we will proceed to Dr. Zandi. Welcome. 

STATEMENT OF MARK ZANDI, CHIEF ECONOMIST AND CO- 
FOUNDER, MOODY’S ECONOMY.COM 

Mr. Zandi. Well, thank you. Thank you, Mr. Chairman and the 
rest of the committee, for the opportunity to be here today. 

I strongly support the idea of a fiscal stimulus package for early 
2009 into 2010 for two broad reasons. First, the economy is suf- 
fering a very severe recession that without stimulus will last 
through 2009 well into 2010 and it will be, in my judgment, the 
worst recession since the Great Depression, not in the league of the 
Great Depression, but the worst since that very dark time. 

Second, I think monetary policy, while working very hard to 
stimulate the economy, has been effectively neutered by the col- 
lapse in the financial system. It is very difficult for the lower inter- 
est rates and the liquidity that the Fed is providing to the economy 
to actually have an impact quickly because it only works through 
the financial system and the system is broken, so credit is not flow- 
ing and the cost of credit is not falling. Therefore, monetary policy 
is particularly ineffective at this point in time, and therefore that 
requires a fiscal stimulus response. 

I think the stimulus package should be large, I think at least 
$400 billion, which would be two-and-a-half, 3 percent of GDP. I 
think that would be a good starting point. I think it should be pre- 
dominately temporary government spending increases. I do think 
the tax cuts, while helpful, get diluted in this environment because 
consumer confidence is completely shot and people are going to 
save the money. They are not going to spend it, and it is not going 
to be helpful near-term stimulus, and probably that is what hap- 
pened with the first stimulus package. 

I think aid to State government to help in their operating ex- 
penses is absolutely vital. I think they are on the verge of signifi- 
cant cuts to everything that they do, and that would be very coun- 
terproductive in the current environment. 

And I think infrastructure spending is a good idea. It has a big 
bang for the buck, and I do think there are projects on the table 
that can get started relatively soon that will have a good measur- 
able impact on the economy. 

I think some tax cuts are also in order, and I will go through 
that in a little bit more detail in a few minutes. 
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Let me just say, before I dive into a PowerPoint to illustrate 
these points in more detail, I do think a much broader foreclosure 
mitigation plan is necessary, that the efforts to date, from FHA Se- 
cure to HOPE NOW to Hope for Homeowners, are good steps, but 
they are significant impediments for them to work in a significant 
way, and the foreclosure problem is very, very serious and will get 
much more serious next year and undermine all the good things 
that we are trying to do and you are trying to do unless we keep 
more people in their homes. 

I also think that help for the auto makers is essential, because 
I think they employ 250,000 people in the United States, but 2.5 
million jobs are at risk if they go into bankruptcy, because if they 
go into bankruptcy, it is likely going to be a liquidation. We will 
see a lot of shuttered operations and a lot of lost jobs at just the 
wrong time. But I do think the best way to help them would be a 
prepackaged bankruptcy where the government would guarantee 
the financing in bankruptcy, so that the bankruptcy court would be 
responsible for restructuring the auto makers and making sure 
that they are viable institutions, companies going forward. I think 
that would be the most logical and best way to do it. 

OK. Now having said that, let me just reinforce some of these 
points with a few slides. 

First, I think stimulus is needed because the economy is in a 
very severe recession. Job loss has been serious. We have lost, as 
you can see here, jobs since the beginning of the year. This is the 
month-to-month change in jobs since January of 2007 through Oc- 
tober of 2008. We have lost 1.2 million jobs since the beginning of 
the year. 

The job losses are very broad-based across all industries. The 
only industries that are adding to payrolls in a consistent way are 
health care and educational services, a little bit of defense, some 
ag, a little bit of energy, but that is it. 

The job losses and the problems are very broad-based across the 
country. Unlike other recessions, where the recessions were very 
regionally focused, this is coast to coast. This shows the States that 
I think nationwide that are in recession. They are in red. There are 
30 States in all. The States that are in orange, they are not in re- 
cession but they are at risk. Not all of them will fall into recession. 
I don’t think North Dakota will fall into recession. Wyoming, I 
doubt it. Texas probably will skirt by. But many of these States 
will end up in recession, and this is very disconcerting because in 
other recessions, people who got unemployed, let us say in Cali- 
fornia, had a place to go for a job. They could move to Phoenix or 
Las Vegas or Oregon. Now there is no obvious place to go. You are 
really stuck, and that is, I think, one of the reasons why consumer 
confidence is as weak as it is. 

The other distinguishing feature of this recession is that it is 
being led by consumers. Most other recessions have been led by 
over-leveraged businesses that got caught when the economy 
turned and had to pull back and cut hiring and investment. This 
go-around, it is being led by over-leveraged consumers, and you can 
see consumers are under severe financial pressure. This is data 
based on credit files that we collect from Equifax. The last data 
point is for the last week of October, so it is very timely data. 



15 


As of the last week of October, there was $860 billion in house- 
hold liabilities that were in delinquency or in default, so first mort- 
gages, second mortgages, student loans, vehicle loans, credit cards, 
everything. In this data set, that accounts for 7.5 percent of all 
household liability, so it gives you a sense of the stress that con- 
sumers are under. 

I think the recession we are in, which in my view began over a 
year ago, without stimulus will continue on through 2009 into 2010 
and there are three links between what is going on in the financial 
system and the economy that are going to weigh on the economy 
seriously over the next — over a year. 

The first link is credit. The credit spigot has been closed. Credit 
markets have collapsed. The banking system is under severe stress. 
And you can see the collapsing credit here. This shows the growth, 
annualized percentage change growth in debt of households and 
non-financial businesses on a real basis after inflation. You can see 
that in the decade from 1998 to 2007, although there is volatility, 
if you look through, it is about 6 percent annualized growth pretty 
consistently. Now, it is in negative territory, so it means debt is ac- 
tually falling on a real basis, and the last time that happened was 
for a very brief period in 1990-1991 when the savings and loan cri- 
sis hit. 

The second link is confidence has been completely shattered. 
Consumer and business confidence is at record lows. Consumer 
confidence is shown here in the red line. This is a survey conducted 
by the Conference Board. It is an index, and you can see that it 
has collapsed in the last month, and this is a record low and this 
data goes all the way back into the 1960’s. It has never been as 
low as it is today. 

Small business confidence, this is from a survey conducted by the 
National Federation of Independent Businesses. That is the blue 
line. That is the right-hand scale, another index. And it, too — it is 
not a record low, but it is very close. And I think recent events are 
going to be extraordinarily scarring. I don’t think confidence comes 
back easily. People are very nervous for lots of different reasons 
and that is going to weigh on the economy for a considerable period 
of time. 

The third link is we are all less wealthy and we are going to be 
a lot less wealthy for a long time to come. Total household net 
worth has fallen over $12 trillion from the peak, which was a year 
ago, and of that $12 trillion, $4 trillion is housing wealth, $8 tril- 
lion is stock wealth, and it is having an impact on consumers. Re- 
tail sales are sharply falling. You can see the relationship between 
retailing and house prices as a measure of wealth here. 

The blue line, right-hand scale, is the percent change a year ago 
in retail sales, core retail sales excluding vehicles and gasoline, so 
this is like Christmas sales. I have taken a 3-month moving aver- 
age of the data just to smooth out the volatility and get to the un- 
derlying trend. 

The red line is house price growth. That is year-to-year price 
growth in home values. That is the left-hand scale. The twist here 
is that house prices lead retailing by 6 months. So what happened 
in the housing market 6 months ago is saying something about re- 
tailing today, and what is going on in the housing market today is 
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giving you a forecast for retailing over the next 6 months. And you 
can see the forecast. It shows nominal retail sales growth over the 
next 6 months of one to 2 percent. Given inflation of a couple per- 
cent, that is real declines in retail sales through Christmas. So this 
will be the worst Christmas since the 1992 Christmas, and perhaps 
even the 1982 Christmas. 

So three links from what is going on in the financial system to 
the economy, credit, confidence, and wealth. All three of those 
forces are going to weigh very heavily on the economy for a consid- 
erable period of time, well into 2010. So this does call — I am run- 
ning a little bit out of time, so I am going to skip over monetary 
policy issues to give other speakers a chance. 

But this calls for a stimulus package. And just to give you a 
sense of what a large stimulus package could mean for the econ- 
omy is this particular graphic that shows the rate of unemploy- 
ment assuming no economic stimulus, that is the red bar in the 
chart, and with an economic stimulus package, the $400 billion 
package that I mentioned and will just illustrate in a little bit more 
detail in the next slide. This is based on a simulation of our model 
of the national economy, and so we produce forecasts for clients 
and we can use this for simulation purposes to try to understand 
the impact of these kinds of things. 

You can see the unemployment rate with no economic stimulus 
will rise to 10 percent by the early part of 2010. That would — ten 
percent, that is a large increase, the largest increase since the 
Great Depression. 

If we have a good, large, well-timed, well-structured stimulus 
package along with some other steps by policymakers, you can see 
the peak will still be very high, 8 percent in early 2010, but a 
measurable difference in the economy’s performance. 

And here, just to illustrate, this is the package that I put to- 
gether to illustrate the point. This is a $400 billion package distrib- 
uted from 2009 to 2010. This is composed of $230 billion of tem- 
porary government spending, $100 billion of which is State aid, UI 
benefits, Food Stamps, and another $100 billion in infrastructure 
spending. And then $170 billion worth of tax cuts. The investment 
tax credits that were in the first stimulus package will expire at 
the end of this year and it makes sense to just extend them so that 
businesses don’t cut investment early in 2009, a pretty simple, not 
very costly, thing to do. 

And I am also proposing some housing tax credits to stimulate 
home sales to work off some of the excess inventory and to provide 
some support to the housing market and house prices in 2009. And 
a temporary tax cut. Here, I just put in a payroll tax holiday, and 
we can talk about the merits and disadvantages of that if you care 
to. 

But you can see the impact. This shows the annualized growth 
in GDP, real GDP, from the first half of 2008 through the second 
half of 2010. You can see the impact of the first stimulus. It was 
positive, but it was small. And then the impact of the second stim- 
ulus, if it is well-timed and structured in the way that I have de- 
signed it here. 

So just to end, the point would be that I think a stimulus is vi- 
tally necessary. Without a stimulus, I think the economy is going 
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to suffer an extraordinarily severe recession, and with it, it will 
still suffer a severe recession, but it will be measurably more man- 
ageable. Thank you. 

[The prepared statement of Mr. Zandi follows:] 
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Written Testimony of Mark Zandi 
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Mr. Chairman and members of the committee, my name is Mark Zandi; 1 am the-Chief Economist and 
Cofounder of Moody’s Economy.com. 

Moody’s Economy.com is part of Moody’s Analytics, an independent subsidiary of the Moody’s 
Corporation. My remarks represent my personal views and do not represent those held or endorsed by 
Moody’s. Moody’s Economy.com provides economic and financial data and research to over 500 clients in 
50 countries, including the largest banks, insurance companies, financial services firms, mutual funds, 
manufacturers, utilities, industrial and technology clients, and government at all levels. 

I strongly support efforts for a very large fiscal stimulus plan designed to help the economy by early 
2009. A fiscal stimulus is needed, as the global financial system has effectively collapsed, undermining 
investor, household and business confidence, and pushing the economy into a lengthy and increasingly 
severe recession. Without a fiscal stimulus, the economy appears headed toward the worst downturn since 
the Great Depression. 

The proximate cause of the global economic crisis is the collapse of the U.S. housing market and the 
resulting surge in mortgage loan defaults. Hundreds of billions of dollars in losses on these mortgages have 
undermined the financial institutions that originated and invested in them, including some of the largest and 
most venerable in the world. Many have failed, and most others are struggling to survive. Banks are fearful 
about extending credit to one another, let alone to businesses and households. With the credit spigot 
closing, the global economy is withering. Global stock investors have dumped their holdings as they come 
to terms with the implications for corporate earnings. A self-reinforcing adverse cycle has begun: The 
eroding financial system is upending the economy, putting further pressure on the financial system as the 
performance of everything from credit cards to commercial mortgage loans sours. 

This cycle can be mitigated only by aggressive and consistent government action. In the United States, 
the public policy response to the financial crisis has been without precedent. The full faith and credit of the 
U.S. government now effectively backstop the financial system, significant parts of which have been 
nationalized. With the takeover of Fannie Mae and Freddie Mac, the government makes nearly ail the 
nation's residential mortgage loans. And as the S700 billion troubled asset relief program (TARP) is 
deployed, the government is gaining sizable ownership stakes in the nation's largest financial institutions. 

In an effort to restart money and credit markets, the Federal Reserve has vastly expanded its role. The 
central bank can now lend to whomever and buy whatever it deems necessary, essentially without limit. 

The Fed has also engineered an unprecedented coordinated interest rate cut with other central banks, more 
than doubled the size of its balance sheet to pump liquidity into the financial system, and is buying 
commercial paper and other money market instruments directly from issuers and money market funds. 

Policymakers have also worked to directly shore up the housing and mortgage markets and broader 
economy. A number of efforts have been put in place to enable stressed homeowners to avoid foreclosure. 
These include programs called FHA Secure, Hope Now, and Hope for Homeowners. Fiscal stimulus, 
including this summer's refundable tax rebates and the investment tax incentives that remain in place 
through the end of the year, have provided some economic support. 


Much more needs to be done to quell the financial panic and mitigate what threatens to become the 
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worst economic setback since the Great Depression. The TARP funds need to be deployed aggressively and 
more broadly. The equity infusions should be extended beyond commercial banks to other institutions 
whose failure would threaten the financial system and broader economy. Using the funds to shore up the 
consumer lending market as proposed by the Treasury Department would be helpful, but failing to follow 
through on purchases of distressed assets via reverse auctions or other mechanisms as initially envisaged 
for the TARP is a mistake. In theory, the auctions are an elegant way to determine market values for these 
now-impossible-to-price assets. With price discovery will come clarity about which financial institutions 
are undercapitalized and by how much. Clarity, in turn, will attract the private capital ultimately needed to 
bolster the financial system. In practice, the auctions may not go as well, given the complexity of the assets 
to be purchased, if so, then the cost of trying will also be small. 

A much larger and more comprehensive foreclosure mitigation plan is also needed. Millions of 
homeowners owe more than their home is worth, and unemployment is rising quickly. Foreclosures, 
already at record-high levels, are sure to mount. The Hope Now and Hope for Homeowners programs face 
severe impediments and even under the best of circumstances will likely be overwhelmed by the wave of 
foreclosures still coming. No plan will keep house prices from falling further, but quick action could avoid 
the darker scenarios in which crashing house prices force millions more people from their homes, 
completely undermining the financial system and economy. 

Additional monetary and fiscal stimulus measures are also necessary. With inflation receding and 
deflation concerns likely to predominate soon, there are few impediments to further interest rate cuts by the 
Federal Reserve. The only issue is how close to zero the federal funds target rate can go before it begins to 
undermine money market funds, which need some return on their investments to cover their operating 
costs. More importantly, with the Fed's new ability to pay interest on bank reserves, there is no limit on 
how much liquidity the Fed can provide to the financial system. 

Perhaps the most important policy step needed soon is another very large fiscal stimulus package. The 
package should both cut taxes and increase spending beginning early next year, when the economy is likely 
to be at its most vulnerable. The stimulus must be large, totaling at least S400 billion, equal to more than 
2.5% of the nation's gross domestic product, as GDP is set to decline by at least that much without it. 
Extending unemployment insurance benefits, food stamps, and aid to state governments would be the most 
effective spurs to economic growth, but even increased infrastructure spending could be desirable 
considering that the economy's problems are likely to last long enough to give such spending enough time 
to be of help. The tax cuts should include the codification of the low marginal personal tax rates for lower- 
and middle-income households, assurances to higher-income households that their tax rates will not 
increase any time soon, temporary tax incentives to support business investment and home sales, and a 
temporary tax cut designed to help lower- and middle-income households and small businesses. 

With government making so many monumental decisions in such a short time, there will surely be 
unintended consequences. Some may already be evident: Nationalizing Fannie Mae and Freddie Mac while 
not rescuing Lehman Brothers from bankruptcy may very well have set off the financial panic. And 
policymakers need to be wary of the costs of their actions, as global investors will eventually demand 
higher interest rates on the soaring volume of U.S. Treasury debt. Any measurable increase in long-term 
interest rates would be counterproductive; its effect on the housing market and the rest of the economy 
would offset the economic benefits from the fiscal stimulus. 

But policymakers' most serious missteps so far have come from acting too slowly, too timidly, and in a 
seemingly scattershot way. Early on in the crisis, there were reasonable worries about moral hazard and 
fairness: Bailing out those who took on, originated or invested in untenable mortgage loans would only 
encourage such bad behavior in the future. And a bailout would certainly be unfair to those homeowners 
still managing to make their mortgage payments. But as the crisis deepened and continued, those worries 
hindered policymakers far too long, allowing the panic to develop. With so many suffering so much 
financial loss, moral hazard is no longer an issue. Debate over whether it is fair to help stressed households 
stay in their homes appears quaint. Their problems are clearly everyone's problems. Only quick, 
overwhelming and consistent government action will instill the confidence necessary to restore financial 
stability and restart economic growth. 
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The economic backdrop 

The need for more policy action is evident in the increasingly dark financial and economic backdrop. 
The financial panic that began in early September with the nationalization of Fannie and Freddie may have 
passed its apex, but the collective psyche remains frazzled. And even if the panic soon subsides, the 
economic damage has been done. The collapse in confidence, the massive loss of wealth, and the 
intensifying credit crunch ensure that the U.S. economy will struggle for some time to come. 

Money markets are improving — thanks to massive intervention by global central banks — but remain 
far from normal. The difference between three-month Libor and three-month Treasury bill rates — a good 
proxy for the angst in the banking system — is still an extraordinarily wide 200 basis points (see Chart 1).' 
This is down from the record spreads of mid-October, which topped 450 basis points, but it is still 
stratospheric compared with past financial crises, not to mention the average 50-basis point spread that 
prevails in normal times. The Fed's program to purchase commercial paper directly from issuers has pushed 
those short-term rates down as well, but they, too, are still very 
high. 

Chart 1: On the Precipice of Collapse 

Difference between 3 month Libor and Treasury bill yields 



Credit markets remain badly shaken. Bond issuance has come to a standstill. No residential or 
commercial-backed securities have been issued in recent months, and there has been very little issuance of 
junk corporate bonds and emerging market debt. Asset-backed issuance of credit cards, vehicle and student 
loans, and municipal bond issuance also remain severely disrupted. Investment-grade bond issuance has 
held up somewhat better, but even this all but dried up in October. Credit spreads— the extra yield investors 
require to be compensated for the perceived added risk of investing in riskier bonds— also remain strikingly 
wide as investors shun anything but risk-free Treasury bonds. The difference between yields on junk 
corporate bonds and 10-year Treasuries has ballooned to some 1,700 basis points, and between emerging 
debt and Treasuries to well over 1,100 basis points. Historically, yield spreads for both have averaged 
closer to 500 basis points. 

Commodity and foreign currency markets have been roiled. Oil prices have fallen more than 50% from 
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their record peaks in early July, and prices for commodities from copper to com have plunged. Global 
commodity demand is weakening rapidly as the global recession undercuts the financial demand that had 
sent prices surging this past summer. Economies reliant on commodity production have been hit hard, and 
their currencies have rapidly depreciated. The Canadian dollar, which had been close to parity with the U.S. 
dollar as recently as this summer, has dropped below 80 U.S. cents, and the Brazilian real has fallen more 
than 40% against the U.S. dollar since the panic began." 

Volatility in global stock markets has been unprecedented and the price declines nerve-wracking. Since 
the downdraft began a few weeks ago, global stock prices are off a stunning 30% in local currency terms 
and more than 40% from their year-ago highs. No market has been spared. The declines have been so 
precipitous that U.S. and European bourses have tried imposing limits on short-selling, and Russia has 
suspended trading for days at a time. All of this has been to no avail. Mutual fund, 401 (k) and hedge fund 
investors simply want out of stocks, regardless of the losses and any associated penalties. 

Even if the global financial system stabilizes soon, substantial damage has already been done. The U.S. 
economy was struggling before the financial panic hit; it has likely been in recession for at least a year. 

Real GDP fell in the last quarter of 2007 and again in the third quarter of 2008.“' Some 1.2 million jobs 
have already been lost so far on net, and the unemployment rate has risen by over 2 percentage points to 
6.5%. The downturn is broad-based across industries and regions, with 30 states now in recession (see 
Chart 2),' v Data since the panic hit have been uniformly bad, suggesting that the downturn is intensifying. 
Retail sales, vehicle sales and industrial production have plunged, and the increase in unemployment 
insurance claims in November is consistent with monthly job losses approaching 300,000. 

Chart 2: Recession From Coast-to-Coast 



The panic's most immediate fallout is the blow to confidence. Consumer confidence crashed in 
October to its lowest reading since the Conference Board began its survey more than 40 years ago. This is 
all the more surprising given the plunge in gasoline prices during the month; cheaper motor fuel in times 
past has always lifted households' spirits. Small business confidence as measured by the National 
Federation of Independent Businesses has also plunged (see Chart 3). 
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Chart 3: A Body Blow to Confidence 
Consumer and business confidence 
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Current events have so soured sentiment that they are sure to have long-lasting effects on household 
spending and saving, as well as on business decisions regarding payrolls and investment. 

The pessimism will magnify the effect of evaporating household wealth. Net worth has fallen close to 
$12 trillion since peaking a year ago; of that, $4 trillion results from the 20% decline in house prices, while 
the rest is due to the 40% decline in stock prices. Every dollar loss in household net worth reduces 
consumer spending by 5 cents over the next two years. 1 ' If sustained, the wealth lost over the past year 
could thus cut $300 billion from consumer spending in 2009 and a like amount in 2010. 

More than in past recessions, the financial pain of this recession is being felt by all Americans, from 
lower-income households losing jobs to affluent households with diminished nest eggs. This is evident in 
the sharply weaker sales at high-end retailers such as Nordstrom, Neiman Marcus and Bergdorf Goodman. 
Usually the wealth effect is so small that it can be determined only econometrically; now it is potent 
enough to be apparent visually. Since the housing bubble began to deflate, the link between retail sales and 
house prices has been striking (see Chart 4). Falling house prices appear to curb retail sales with a lag of 
about six months, as homeowners do not immediately adjust their spending to a change in housing wealth. 
The current declines in house prices suggest that this Christmas will be as tough for retailers as any since 
1992. Moreover, if house prices decline substantially further as expected, then retailers’ troubles will last 
through Christmas 2009. 
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Chart 4: Smaller Nest Eggs, Less Spending 



The financial panic is also reducing the availability and raising the cost of credit. Credit growth was 
weakening rapidly even before recent events. The Federal Reserve's Flow of Funds shows debt owed by 
households and nonfinancial corporations actually fell in the second quarter of 2008 after inflation, for the 
first time since the savings and loan crisis of the early 1990s. To date, the weakening in credit growth is 
largely due to disruptions in the bond and money markets. Lending by banks, S&Ls and credit unions has 
remained sturdy. But this is probably only because nervous borrowers have pulled down available credit 
lines, and with banks now battening down their underwriting standards and cutting lines, this source of 
credit is drying up. According to the Fed's senior loan officer survey, lenders have tightened credit over the 
past year as aggressively as they ever have. The net percent of loan officers who say they are willing to 
make a consumer loan is the lowest ever, with the exception of 1980 when the Carter administration briefly 
imposed credit controls (see Chart 5). vl 
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Chart 5: Banks Fight to Survive, Not to Make a Loan 
Net % of lenders willing to make a consumer loan 



The pernicious impact of a credit crunch on the economy is difficult to quantify, but the economy's 
performances during the early 1980s and early 1990s suggest it can be substantial. The 1980s downturn 
was the most severe in the post- World War II period, and while the 1990s downturn was not as bad, the 
economy struggled long after the recession formally ended. Using these two periods as a guide suggests 
that for every 1 percentage point decline in real credit growth, real GDP growth weakens in the subsequent 
year by approximately 35 basis points. Thus, if real credit shrinks 5% by the end of this year, which seems 
plausible, then this credit effect will cut some $275 billion from GDP in 2009. 

One significant positive for the U.S. economy has come out of the financial panic: lower energy and 
commodity prices. With oil now trading below $70 per barrel, a gallon of regular unleaded gasoline should 
soon cost no more than $2. Gasoline prices peaked during the summer above $4 per gallon and have 
averaged closer to S3 over the past year. Every penny-per-gallon decline in the cost of gasoline saves U.S. 
consumers just over $1 billion a year. Assuming gas remains at $2 per gallon through the coming year, 
Americans will save more than $100 billion in 2009 compared with fuel costs in 2008. There will also be 
measurable savings on home heating and food bills as agricultural and transportation costs fall. Total 
savings next year compared with this year will thus approach $175 billion. 

Calculating the costs to the economy from the wealth and credit effects, less the benefits from lower 
commodity prices, puts the net direct cost of the financial panic at $400 billion in 2009, or more than 2.5% 
of GDP. (A $300 billion wealth effect plus $275 billion credit crunch effect minus $175 billion in savings 
due to lower commodity prices.) This is, of course, a simplistic analysis; it does not account for all the 
indirect costs of the panic on the economy and the multipliers, but it gives a sense of the magnitude of the 
fallout. 

Muted monetary stimulus 

Reinforcing the need for fiscal stimulus is monetary policy's increasing inability to revive the 
economy. Monetary stimulus supports the economy by lowering the cost of credit and promoting the 
availability of credit. Even though the Federal Reserve has aggressively lowered the federal funds rate and 
is providing massive liquidity to the financial system, these efforts have yet to get credit flowing again or 
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measurably lower its cost. The Federal Reserve's unprecedented efforts will ultimately succeed, but given 
the severe disrepair of the financial system, this will be very slow to occur. 

The Federal Reserve is running out of room to lower the federal funds rate. Policymakers are likely to 
lower the funds rate target one more time to 0.5% at the December Federal Open Market Committee 
meeting, but any further rate reductions may not be feasible. One problem that would be created by 
lowering rates further would be to jeopardize already-stressed money market mutual funds. The average 
money fund has operating costs of close to 50 basis points and would thus become quickly unprofitable if 
the return on their short-term investments, which are closely tied to the funds rate, were to fall below that.™ 

The Fed will continue to flood the financial system with liquidity despite reaching the zero bound on 
the federal funds rate. The TARP legislation granted the Fed authority to pay interest on bank reserves. The 
Fed has set this deposit rate to just below the funds rate target. This seemingly innocuous technical change 
allows the Fed to inject unlimited reserves into the system and maintain the funds rate at the deposit rate. 
Financial institutions will choose to deposit their excess reserves with the Fed to collect the deposit rate 
rather than lend them out at a lower rate. Although the Fed is having some difficulty making this work 
properly, it has pumped a massive amount of reserves into the financial system in recent weeks (see Chart 
6). 

Chart 6: The Fed Floods the Financial System 
Bank reserves, $ bil 



To flood the financial system with even more liquidity, the Fed is ramping up lending to a wide range 
of financial institutions through credit facilities it has established over the past year. These facilities allow 
financial institutions to borrow from the Fed, using securities they own as collateral. The Fed has 
repeatedly lowered the bar on the collateral it will accept, taking on progressively less liquid securities to 
encourage more borrowing. To bring overseas financial institutions into the mix, the Fed has greatly 
expanded its swap lines with global central banks. Foreign central banks can exchange U.S. dollars for their 
own currencies rather than buying up dollars in foreign exchange markets. Such swap lines have been set 
up with central banks of developed as well as emerging economies. The Fed is also providing liquidity by 
exercising its new ability to purchase commercial paper directly from issuers. The implications of this 
program go far beyond the commercial paper market; the Fed now has a mechanism to purchase just about 
anything it deems necessary.™ 1 
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Money markets are responding to the Fed's unprecedented actions. Libor has fallen, suggesting that the 
interbank lending market is coming back to life. Commercial paper rates have also fallen, and the volume 
of new issuance has sharply increased. Despite the better money market conditions, they remain far from 
normal. Moreover, even after financial institutions begin lending more freely to one another, they will be 
slow to extend credit more freely to households and businesses, given their mounting worries over the 
creditworthiness of all borrowers in a severe recession. 

How large a fiscal stimulus? 

The goal of fiscal stimulus measures is to maximize the near-term boost to economic growth without 
weakening the economy’s longer-term prospects. This requires that the stimulus be implemented quickly 
and that its benefits go first and predominately to those hurt most by the economy’s problems. The amount 
spent on the stimulus should be large enough to provide a measurable boost, but not so large that it harms 
the nation's long-term fiscal condition. The likely severity and length of the current recession means the 
stimulus plan should be very large: Given that the direct economic costs of the financial panic are estimated 
at $400 billion, this would be a good benchmark. Such a stimulus plan would be four times the size of the 
tax rebate checks mailed this past summer and would equal more than 2.5% of GDP. 

To provide the largest bang for the buck, a well-designed stimulus plan should include a temporary 
increase in government spending. Spending increases benefit the economy as soon as the money is 
disbursed, and the economic benefit is less likely to be diluted by increased imports. The most efficacious 
spending includes extending unemployment insurance benefits, expanding the food stamp program, and 
increasing aid to hard-pressed state and local governments. Increasing infrastructure spending would also 
greatly boost the economy, particularly in the current downturn, as the economy’s problems are expected to 
last for an extended period. 

Tax cuts should also be part of a well-designed stimulus plan. This would include codifying the current 
personal marginal tax rates for lower- and middle-income households, assuring higher-income households 
that their tax rates will not increase any time soon, providing temporary tax incentives to support business 
investment and stimulate home sales, and providing a temporary tax cut, such as a payroll tax holiday, that 
would benefit lower- and middle-income households and small businesses. 

UI and food stamps 

Extra benefits for workers who exhaust their regular 26 weeks of unemployment insurance benefits 
and expanded food stamp payments have been part of the federal response to most recessions, and for good 
reason: They are the most efficient ways to prime the economy's pump. Simulations of the Moody’s 
Economy.com macroeconomic model show that every dollar spent on Ul benefits generates an estimated 
$1.63 in near-term GDP. “ Boosting food stamp payments by $1 increases GDP by $1.73 (see Table 1). 
People who receive these benefits are hard-pressed and will spend any financial aid they receive very 
quickly. Another advantage is that these programs are already operating and can quickly deliver a benefit 
increase to recipients. The virtue of extending Ul benefits goes beyond simply providing financial aid for 
the jobless to more broadly shoring up household confidence. Nothing is more psychologically debilitating, 
even to those still employed, than watching unemployed friends and relatives lose their sources of support.’' 
Increasing food stamp benefits has the added virtue of helping people ineligible for Ul such as part-time 
workers. 
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Aiding state and local governments 

Another economically potent stimulus is to provide additional aid to financially pressed state 
governments. This could take the form of general aid or a temporary increase in the Medicaid matching rate 
to ease the costs of healthcare coverage. 

Forty-one states and a rapidly increasing number of localities are already grappling with significant 
fiscal problems. Tax revenue growth has slowed sharply along with falling home sales, property values, 
retail sales, and corporate profits. Personal income tax receipts have also begun to suffer as the job market 
slumps. Big states including California and Florida are under severe financial pressure, and smaller states 
including Arizona, Minnesota and Maryland are struggling significantly. The gap between state and local 
government revenues and expenditures ballooned to over $60 billion — a record — in the second quarter of 
2008, according to the Bureau of Economic Analysis (see Chart 7). 
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Chart 7: State & Local Budget Shortfall Deepens 
State and local govt, expenditures less tax revenues, $ bil 



Because most state governments are required by their constitutions to quickly eliminate their deficits, 
most have drawn down their reserve funds and have already begun to cut programs ranging from healthcare 
to education. Cuts in state and local government outlays are sure to be a substantial drag on the economy in 
2009 and 2010. Additional federal aid to state governments will fund existing payrolls and programs, 
providing a relatively quick economic boost. States that receive checks from the federal government will 
quickly pass the money on to workers, vendors and program beneficiaries. 

Arguments that state governments should be forced to cut spending because they have grown bloated 
and irresponsible are strained, at best. State government spending and employment are no larger today as a 
share of total economic activity and employment than they were three decades ago. The contention that 
helping states today will encourage more profligacy in the future also appears overdone. Apportioning 
federal aid to states based on their size, rather than on the size of their budget shortfalls, would substantially 
mitigate this concern. 

Infrastructure spending 

Increased infrastructure spending is also a particularly effective way to stimulate the economy. The 
boost to GDP from a dollar spent on building new bridges and schools is large — an estimated $1.59 — and 
there is little doubt that major infrastructure investment is needed. The case against including such 
spending as a part of a stimulus plan, however, is that it generally takes a substantial amount of time for 
funds to flow to builders and contractors and into the broader economy. 1 " Infrastructure projects can take 
years from planning to completion. Even if the funds are used to finance only projects that are well along in 
their planning, it is very difficult to know just when projects will get under way and the when the money 
will be spent. Although this caveat is important in many cases, the economy’s problems could extend well 
into 2010, which weakens the case against infrastructure spending in the current downturn. 

Personal tax rates 

Under current law, personal marginal tax rates and capital gains and dividend income tax rates are set 
to increase beginning in 201 1 when the 2001 and 2003 tax cuts start to expire. At expiration, 1) the top 
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marginal tax rate for individuals will increase from 35% to 39.6%; 2) the maximum long term capital gains 
tax rate will increase from 15% to 20%; and 3) the top tax rate on divided income will increase from 15% 
to 39.6%, A modest stimulus would be provided by codifying the currently lower tax rates for individuals 
who make less than $250,000 annually as promised by President-elect Obama. While taxpayers earning 
more than $250,000 annually likely expect their tax rates to rise, it would be beneficial if they are assured 
that this will not occur until later in the next decade and that future tax increases will be phased in over 
several years. 

Investment and housing tax incentives 

Temporary tax incentives to support business investment and stimulate home sales would also provide 
an important economic boost. Accelerated depreciation by large businesses and expensing of investment by 
small businesses were included in the fiscal stimulus provided early this year. These tax benefits are set to 
expire at the end of this year, giving businesses an incentive to invest now at the cost of weaker investment 
at early next year. The timing would be particularly bad given that the economy will likely be at its weakest 
in early 2009. Extending these tax incentives for another year until the end of 2009 would thus forestall this 
badly timed weakening in business investment. 

Another important boost to the hard-pressed housing market would come from giving people an 
incentive to purchase a home in 2009. This would help work off the large amount of excess housing 
inventory and help stop the decline in housing values. For first-time buyers of owner-occupied homes, a 
particularly attractive incentive would be a homebuyer tax credit equal to 10% of the purchased home's 
value, capped at 3.5% of FHA loan limits, which vary according to location. This money would be made 
available to the first-time buyer at closing to help with the necessary downpayment. The homebuyer would 
have to at least meet all other FHA underwriting criteria. Repeat buyers of owner-occupied homes who 
purchase a home in 2009 would be able to double their mortgage interest tax deduction in the first year 
after the purchase, take an additional 75% of the deduction in the following year, 50% in the third year, 
25% in the fourth year, and nothing after that. For the average homebuyer in 2009, this bonus mortgage 
interest deduction would be worth approximately $7,500 on a net present value basis. 

Payroll tax holiday 

One reasonably efficacious way to provide quick relief to working cash-strapped households and 
businesses would be to implement a payroll tax holiday. A holiday applied to the employees' share of the 
tax would have the advantage of directing more of the reduction to households more likely to spend it, even 
reaching taxpayers who could not qualify for a rebate on the basis of income tax returns. For most 
households, the monies would be deposited directly into their checking accounts, thus increasing the 
amount that would be spent quickly. A holiday for the employers' share of the tax would be especially 
helpful for smaller businesses and could have the benefit of stemming some layoffs as labor costs would be 
temporarily reduced. Any administration complications from turning withholding schedules on and off 
should be modest. 

Economic impact of stimulus measures 

Unless policymakers quickly implement a very large and effective fiscal stimulus plan, the economy 
appears headed for the worst downturn since the Great Depression. The Moody's Economy.com 
macroeconomic model's simulation results support this assessment. Simulating the model assuming that 
there is no added fiscal stimulus except for that provided by the automatic stabilizers already in place, real 
GDP would decline for seven straight quarters, falling by a stunning 2.6% in 2009. This would be more 
severe than the 1.9% decline of 1982, the worst year for the economy since the Depression. Nearly 5 
million jobs would be lost from the peak in employment at the start of 2008 to the bottom in employment 
by mid-2010, pushing the unemployment rate to over 10% by late 2010. 

The implementation of a fiscal stimulus plan beginning in early 2009 would make a substantial 
difference to the economic outlook. This can be seen by simulating the macro model assuming that a $400 
billion stimulus program is implemented in 2009 and 2010 (see Table 2). The plan includes $230 billion in 
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increased government spending, composed of $30 billion in additional spending on UI benefits and foods 
stamps, $100 billion in increased aid to state governments, and $100 billion in greater infrastructure 
spending. The plan also includes $170 billion in tax cuts, composed of $30 billion to extend various 
investment tax credits for businesses that are set to expire at the end of this year which were part of this 
year's fiscal stimulus, $40 billion in tax incentives to stimulate housing demand, and $100 billion to cover 
the costs of a payroll tax holiday in May and June 2009 to lower income households and small businesses. 
The stimulus also includes changes to the tax law to make permanent current marginal tax rates for 
taxpayers that make less than $250,000 a year, and to allow for a phase in between 2012 and 2015 of higher 
marginal rates for taxpayers who make more. 501 


Table 2: $400 billion Fiscal Stimulus Plan 

Source. Mood/s Economy.com 

Billions $ 

Total 

$400 

Spending 

$230 

Extending Unemployment Insurance 

$15 

Expanding Food Stamps 

$15 

Aid to State and Local Government 

$100 

Infrastructure Spending 

$100 

Taxes 

$170 

Investment Tax Credits 

$30 

Housing Tax Incentives 

$40 

Payroll Tax Holiday 

$100 


The $400 billion stimulus plan would add more than 2 percentage points to annualized real GDP 
growth in 2009. Real GDP still would decline during the year, but by a much smaller 0.3% (see Table 3). 
The stimulus limits the peak-to-trough decline in jobs to some 2.5 million, and the unemployment rate 
peaks at just over 8% in early 2010. With the stimulus, the unemployment rate would fall back to its full 
employment rate of nearly 5% by the end of 2012. Without the stimulus, the unemployment rate ends 2012 
at a still very high 7.5%. 


Table 3: The Economic Benefit of Fiscal Stimulus 





Sources: BEA, BLS, Moody's Economy.com 
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Chart 8: 10% Unemployment Without Stimulus 
Unemployment rate 
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Despite the added federal government borrowing necessary to finance the fiscal stimulus plan, it would 
not lead to excessively higher long-term interest rates. Given all of the current demands on the Treasury, 
total bond issuance with the stimulus would approach a record $2 trillion in fiscal 2009 and about the same 
in fiscal 2010, but private bond issuance would remain extraordinarily depressed during this period. The 
moribund issuance of corporate debt, emerging market debt, and private-label mortgage and asset-backed 
debt will eventually revive, but total credit market needs including the record Treasury issuance will remain 
modest enough that the 10-year Treasury yield would remain below 5% through 2010. It is now firmly 
below 4%. Other long-term rates, including corporate bond and mortgage rates, would rise by even less as 
credit spreads narrowed, reflecting the stronger economy and reduced credit concerns. 

Conclusions 

A long history of public policy mistakes has contributed to this crisis. Although there will surely be 
more missteps, only through further aggressive and consistent government action will the U.S. avoid the 
most severe economic downturn since the Great Depression. 

In some respects, this crisis has its genesis in the long-held economic policy objective of promoting 
homeownership. Since the 1930s, policy has been geared toward increasing homeownership by heavily 
subsidizing home purchases. Although homeownership is a worthy goal, fostering stable and successful 
communities, it was carried too far, producing a bubble when millions of people became homeowners who 
probably should not have. These people are now losing their homes in foreclosure, undermining the 
viability of the financial system and precipitating the current recession. 

Perhaps even more important has been the lack of effective regulatory oversight. The deregulation that 
began during the Reagan administration fostered financial innovation and increased the flow of credit to 
businesses and households. But deregulatory fervor went too far during the housing boom. Mortgage 
lenders established corporate structures to avoid oversight, while at the Federal Reserve, the nation's most 
important financial regulator, there was a general distrust of regulation. 

Despite all this, the panic that has roiled financial markets might have been avoided if policymakers 
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had responded more aggressively to the crisis early on. Officials misjudged the severity of the situation and 
allowed themselves to be hung up by concerns about moral hazard and fairness. Considering the 
widespread loss of wealth, it is now clear they waited much too long to act, and their response to the 
financial failures in early September was inconsistent and ad hoc. Nationalizing Fannie Mae and Freddie 
Mac but letting Lehman Brothers fail confused and spooked global investors. The shocking initial failure of 
Congress to pass the TARP legislation caused credit markets to freeze and sent stock and commodity prices 
crashing. 

Now, a new policy consensus has been forged out of financial collapse. It is widely held that 
policymakers must take aggressive and consistent action to quell the panic and mitigate the resulting 
economic fallout. An unfettered Federal Reserve will pump an unprecedented amount of liquidity into the 
financial system to unlock money and credit markets. The TARP fund will be deployed more broadly, and 
another much larger and comprehensive mortgage loan modification program is needed to blunt further 
increases in foreclosures. Finally, another very sizable economic stimulus plan will be needed early next 
year. The most economically efficient plan would include aid to state governments and infrastructure 
spending, in addition to another round of tax cuts. The economy's problems are likely to continue long 
enough to make such spending particularly helpful a year from now. 

Each of these measures carries substantial costs. The federal budget deficit, which topped $450 billion 
in the just-ended 2008 fiscal year, could easily exceed $1 trillion in fiscal 2009 and go even higher in 2010. 
Borrowing by the Treasury could top $2 trillion this year. There will also be substantial long-term costs to 
extricate the government from the financial system. Unintended consequences of all the actions taken in 
such a short period will be considerable. These are problems for another day, however. The financial 
system is in disarray, and the economy's struggles are intensifying. Policymakers are working hard to quell 
the panic and shore up the economy; but given the magnitude of the crisis and the continuing risks, 
policymakers must be aggressive. Whether from a natural disaster, a terrorist attack, or a financial calamity, 
crises end only with overwhelming government action. 


'The London interbank offered rate is the interest rate at which major banks lend to each other. 

" Currency swings have been wild enough to prompt discussion of coordinated government intervention. 
This seems unlikely, in part because the currency moves until recently have been largely welcome. A 
stronger U.S. dollar means global investors still view the U.S. as a safe haven, which is important as the 
Treasury ramps up borrowing. Nations whose currencies are falling against the dollar are hopeful that this 
will reduce pressures on their key export industries. 

When all the GDP revisions are in, it is expected to show that real GDP also fell in the first quarter of 
2008. Second quarter growth was supported by the tax rebate checks as part of the first fiscal stimulus 
package. 

,v State recessions are determined using a methodology similar to that used by the business cycle dating 
committee of the National Bureau of Economic Research for national recessions. 
y For a more thorough discussion of the wealth effect, see "MEW Matters," Zandi and Pozsar, Regional 
Financial Review, April 2006. In this article, the housing wealth effect is estimated to be closer to 7 cents 
while the stock wealth effect is nearer to 4 cents. 

vi This was part of a failed effort to rein in the double-digit inflation of the period. 
vu The expense ratio for money funds varies from 10 to 100 basis points, with averages of 30 basis points 
for institutional funds and 55 basis points for retail funds. A funds rate target of below 50 basis points could 
also exacerbate the failure problem in the Treasury market. 

v “ l A hypothetical but plausible example would be for the Fed to purchase municipal bonds if state and local 
fiscal conditions continue to erode, threatening a string of municipal bond defaults. Such defaults would 
almost certainly reignite the financial panic since most investors perceive municipal bonds to be super-safe. 
“ The model is a large-scale econometric model of the U.S. economy. A detailed description of the model 
is available upon request. 
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x The slump in consumer confidence after the recession in 1990-1991 may have been due in part to the first 
Bush administration’s initial opposition to extending UI benefits for hundreds of thousands of workers. The 
administration ultimately acceded and benefits were extended, but only after confidence had waned and the 
fledgling recovery sputtered. 

Xl It should be noted that the economic bang-for-the-buck estimates measure the change in GDP one year 
after spending actually occurs; it says nothing about how long it may take to cut a check to a builder for a 
new school. 

x “ The cost of these tax law changes are not included as part of the cost of the stimulus plan. 
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The Recession Intensifies... 

Change in Payroll jobs, ths.. Source: BLS 
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...As Households Buckle Under The Stress 
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The Credit Spigot Has Closed... 

Real debt outstanding, annualized % change 
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...Confidence Has Collapsed... 

Indices based on consumer and business confidence surveys 
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As Credit Markets Are Frozen 
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$400 Billion Fiscal Stimulus in '09-'10 

Contribution to real GDP growth, annualized % change 
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Chairman Conrad. Thank you, Dr. Zandi. 

Dr. Johnson. 

STATEMENT OF SIMON JOHNSON, SENIOR FELLOW, 
PETERSON INSTITUTE FOR INTERNATIONAL ECONOMICS 

Mr. Johnson. Thank you. I would just like to supplement my 
written testimony by making three points, if I may. The first is 
about the unprecedented global nature of the financial and eco- 
nomic problems we are facing. 

The second is the case for fiscal policy or fiscal stimulus despite 
the very high level of uncertainties we face about exactly what is 
happening in the economy, what will happen, and how fiscal policy 
will work. 

And the third point is to argue strongly that we must not over- 
due the fiscal stimulus. Medium-term fiscal consolidation remains 
vitally important. If anything, this crisis reminds us that we must 
preserve our financial firepower for when we really need it, which 
is during a crisis like this. 

But first, on the global point, I think in the remarks which have 
already been made by Senator Conrad and Senator Gregg and by 
Mr. Zandi, I think you very clearly laid out the picture in the 
United States. What I would like to stress is that this is not just 
a U.S. problem, as you know. It is not just a problem in the U.S. 
and in Europe and in other industrialized countries. It has now 
spread through various mechanisms to almost every country in the 
world, including major emerging markets and now poorer coun- 
tries. 

And I think in terms of the synchronization of the slow-down, 
and certainly the synchronization is contraction of bank lending 
and now, of course, it is a fall in the demand for credit around the 
world, this is unprecedented. I do not think we have ever seen in 
the history of modern capitalism anything like this at all, where 
every economy and every credit system around the world, pretty 
much at the same time, contracts. 

Now, we don’t know how far this goes. We don’t know what lev- 
els of leverage the system will stabilize at. I am supportive of 
many, if not all, of the dramatic actions taken by the Federal Re- 
serve and other leading central banks in this context. I am skep- 
tical of their ability to stop this process or to — I think the market 
will find its own level of leverage, and this may come with a much 
bigger contraction in the global economy and global trade than we 
can now imagine. 

I would, with a great deal of respect, disagree with the Secretary 
of the Treasury, Mr. Paulson. I do not think the TARP, Troubled 
Asset Relief Program, has been a success. I do not think the situa- 
tion in the financial system is yet stabilized. And if you look at the 
current developments in major U.S. banks, the banks at the very 
core of the program, they are still regarded by the market, I think 
correctly, as having deep problems that are not fully resolved. 

I think, just in that context, in passing, the meeting of the G- 
20 which was held last weekend in Washington achieved very little 
and potentially actually worsened the situation in ways I can 
elaborate on later if you’re interested. 
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My second point is about fiscal policy. If we are facing such a 
dramatic slowdown around the world and we are in a situation 
which is really unchartered in terms of the dangers ahead, what 
are the right policy responses? And I think the answer is that you 
have to try everything that you can. I think this is the approach 
of Mr. Bernanke at the Federal Reserve. I think the amount of 
credit provided or underwritten by the Fed is now at record levels. 
We will see how much effect that has. 

I completely agree with the remarks already made about the 
need to make progress on housing, on mortgage restructuring, and 
I think in terms of the flow of foreclosures, or foreclosed properties 
onto the market, we also need to make more progress. 

But I also think that in this context, there are ways to use gov- 
ernment spending wisely, both in the shorter term and in the 
longer term. I would actually stress not just the likely debt to the 
recession we are facing, but the fact that the recovery will almost 
certainly be quite slow without government action. I think we are 
looking at a problem not of 2 years, but more likely of three or 4 
years, and that is just in the United States. I would expect the U.S. 
economy to recover more quickly than most of our trading partners 
around the world. So I don’t think you should look to exports any 
time soon to pull us out of this. 

I think in this context you could make a case for many of the 
forms of spending that have already been discussed. In the short 
term, direct aid to State and local governments makes a lot of 
sense. They are already contracting. That is where a lot of the job 
losses are occurring. You can extend unemployment benefits. I 
think there is a lot of agreement on that. Expand Food Stamp aid. 
And the loan modification for distressed home owners, I think also 
can give you relatively good value for the money. 

I would also want to express some more positive words about tax 
rebates or temporary tax cuts. I don’t think we should get too hung 
up on the idea that if consumers don’t spend the money, somehow 
it is wasted. We need consumers to rebuild their balance sheets. 
That is important for them. It is very important for the financial 
system, too. So the money that is saved is also a contribution to 
the economic recovery and to a faster, more sustainable recovery. 

In terms of longer-term spending, I support the ideas for both 
immediate spending on improving maintenance for infrastructure 
in the United States and projects that are ready to go. I think over 
a longer period of time, we can find more sensible uses of money 
on infrastructure. 

I think there is also good use of money, again, over a longer pe- 
riod of time — I am not saying we rush the money out, it is to try 
to get a strong, sustained recovery here — job training programs. 
Student loans are, as you know, under tremendous pressure be- 
cause of what is happening in the credit market, as are small busi- 
ness loans, and those are both worth serious consideration in the 
longer-term context. 

And I also think that investment in alternative energy through 
various means typically used to support technology development is 
also a good long-term investment. 

I think the amount of fiscal stimulus that you can justify in these 
terms, in terms of what you can spend wisely, and I would include 
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the tax cuts, if you want to put tax cuts in this overall number, 
is about 3 percent of GDP. That is a very large stimulus. I think 
there are some other proposals that are now being put forward. 

Let me say, when we first put this forward, it was a large stim- 
ulus. Now, it seems more in the middle of the range that is being 
proposed, and I think some of the numbers being talked about, up 
to $800 billion, are too large. I think there are risks here. There 
is a risk of doing nothing. There are risks of doing too much. And 
there are no risk-free proposals. I think that the appeal of tem- 
porary spending and temporary tax cuts is that it can help us more 
quickly get back on the route to medium-term fiscal consolidation. 

And my last point is that all the proposals put forward to try to 
deal with asset price bubbles in the future, in terms of monetary 
policy or in terms of regulation, I think are good proposals worth 
consideration. They are very unlikely to be successful. I think given 
the nature of the financial system that we have created in this 
country and around the world, unless something very unpleasant 
happens at a global level, which I am not expecting, I think we will 
keep that same financial system. That financial system will have 
crises. The only way to deal with crises is to have a very large 
amount of financial firepower available in the form of the U.S. Gov- 
ernment balance sheet. 

So you run a careful fiscal policy. You try and keep debt low. You 
avoid the temptation of overspending in good times so that in bad 
times, when things are very difficult, when the risks are really 
mounting, you have the financial firepower available for direct sup- 
port of the financial system, for other forms of direct support, and 
for fiscal stimulus. Thank you very much. 

[The prepared statement of Mr. Johnson follows:] 
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Testimony of Simon Johnson before the Senate Budget Committee, Hearing on The 
Economic Outlook and Options for Stimulus, November 19, 2008. 1 

Summary of Main Points 

1) The US is in a serious recession and faces a difficult recovery and slow growth for at 
least 2-3 years, due to the lasting effects of a crisis of confidence in and around the 
global credit system. It is hard to know where, when and how we will see an end to 
the current process of falling supply and demand for lending around the world. 

2) Some sensible counter-cyclical policies are now being implemented in the US. These 
may be helpful for the recovery, but they cannot prevent the recession. Problems in 
other parts of the world are still emerging and most economic forecasts continue to 
be marked down. 

3) In this environment, a total fiscal stimulus of around $450 billion (or roughly 3% of 
GDP) would be appropriate, with about half front-loaded in the first three quarters of 
2009, when there will likely be recession, and the rest following over the next 8-12 
quarters, during which otherwise growth will be slow. This time profile for increased 
spending would allow the money to be well spent. 

4) In this context, some tax cuts would both help consumer spending and allow 
consumers to rebuild their balance sheets. If the decline in GDP proves sharper than 
expected, tax cuts can allow more front-loading of the stimulus. Money that is used 
to pay down debts is not wasted from the point of view of macroeconomic recovery. 

5) A well-designed fiscal stimulus of this size will help keep unemployment down. Low 
energy and raw materials prices mean that the “value for money ” in job creation 
through infrastructure spending (maintenance and new building) will be particularly 
high. 

6) Medium-term fiscal consolidation must remain on the agenda. It is vital to retain a 
high level of global confidence in the US official balance sheet. We should aim for 
tighter budgets in economic upswings, as a way to preserve financial firepower for 
the crises of the future. This may, in fact, be the only effective way to deal with future 
kinds of unsustainable “bubbles ” in asset prices. 

Today, it is abundantly clear that not only the United States but much of the world is 
sliding rapidly into recession. While the Treasury Department. Federal Reserve, and 
Congress have taken multiple steps to ensure the stability of the financial system, the next 
question is how to protect the real economy from a severe, prolonged recession and 
construct a basis for long-term growth and prosperity in the future. 

My testimony includes three main sections: first, the roots and evolution of the current 
global financial crisis; second, the current situation; and third, my recommendations for 
the stimulus package itself. 


' Simon Johnson is the Ronald Kurtz Professor of Entrepreneurship at MIT Sloan School of Management 
and a senior fellow at the Peterson Institute for International Economics: siohnson@mit.edu and 
siohnson@petersoninstitute.org . He is also co-founder of http://B aselineScenario.com . a website that tracks 
the global economic crisis and evaluates alternative policy proposals as they develop. 
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THE GLOBAL FINANCIAL CRISIS 
Roots of the crisis 

For at least the last year and a half, as banks took successive writedowns related to 
deteriorating mortgage-backed securities, the conventional wisdom was that we were 
facing a crisis of bank solvency triggered by falling housing prices and magnified by 
leverage. However, falling housing prices and high leverage alone would not necessarily 
have created a serious recession. It was the translation of solvency concerns into short- 
term liquidity concerns that brought on a panic in the financial system, which in turn 
caused the credit crisis we are still experiencing today. 

The problems in the U.S. housing market were not themselves big enough to generate the 
current financial crisis. America’s housing stock, at its peak, was estimated to be worth 
$23 trillion. A 25% decline in the value of housing would generate a paper loss of $5.75 
trillion. With an estimated 1-3% of housing wealth gains going into consumption, this 
could generate a $60-180 billion reduction in total consumption, or only 0.4-1. 3% of US 
GDP. 

Leverage did increase the riskiness of the system, but would not necessarily turn a 
housing downturn into a global financial crisis. Although leverage magnifies falls in asset 
values that might threaten the solvency of specific financial institutions, what we saw 
recently was a collapse in short-term confidence in the entire financial system. Excessive 
leverage can be resolved in one of two ways. The first is an orderly reduction in credit 
through decisions by institutions and individuals to reduce borrowing, cut lending, and 
raise underlying capital; this can occur gradually without much harm to the. The second 
is when creditors make abrupt decisions to withdraw funds, forcing borrowers to 
scramble to raise funds and leading to major, abrupt changes in liquidity and asset 
prices. These credit panics can be self-fulfilling; fears that assets will fall in value can 
lead directly to falls in their value. 

A crisis of confidence 

We have seen a similar crisis at least once in recent times: the crisis that hit emerging 
markets in 1997 and 1998. For countries then, read banks (or markets) today. In both 
cases, a crisis of confidence among short-term creditors caused them to pull out their 
money, leaving institutions with illiquid long-term assets in the lurch. 

This emerging market crisis started in June 1997 in Thailand, where a speculative attack 
on the currency caused a devaluation, creating fears that large foreign currency debt in 
the private sector would lead to bankruptcies and recession. Investors almost instantly 
withdrew funds and cut off credit to Malaysia, Indonesia and the Philippines under the 
assumption that they were guilty by proximity. All these countries lost access to foreign 
credit and saw runs on their reserves. Their currencies fell sharply and their creditors 
suffered major losses. From there, the contagion spread for no apparent reason to South 
Korea, then to Russia, and then to Brazil. 
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In each case, the next country affected had little exposure to previous countries. 
Nevertheless, creditors lost confidence that they could get their principal back and rushed 
to get out at the same time. In such an environment, any institution that borrows short and 
lends long is vulnerable to an attack of this kind: if credit is cut off it will be unable to 
maintain their existing activities. The decision of credit markets became self-fulfilling, 
and policy makers around the world seemed incapable of stopping these waves. 

The acute stage of the crisis 

The evolution of the current financial crisis is remarkably similar to the emerging 
markets crisis of a decade ago. America’s crisis started with creditors fleeing from sub- 
prime debt in summer 2007. As default rates rose, investment-grade debt - often built out 
of sub-prime debt - faced large losses. The exodus of creditors caused mortgage finance, 
home building, and a few hedge funds to collapse. 

The second stage began with the Bear Steams crisis in March 2008 and extended through 
the bailout of Fannie Mae and Freddie Mac. As investment banks evolved into 
proprietary trading houses with large blocks of illiquid securities on their books, they 
became dependent on the ability to roll over their short-term loans. Given sufficient 
panic, it can become impossible to roll over those loans, as Bear Steams learned. 
However, with Bear Steams and latter with Fannie and Freddie, the Federal Reserve and 
Treasury made sure to protect creditors, encouraging them to continue lending to large 
financial institutions. 

This changed on September 15 and 16 with the failure of Lehman and the "rescue" of 
AIG, which saw a dramatic and damaging reversal of policy. Lehman succumbed to a 
crisis in confidence that made it impossible to secure short-term funding. This time, 
however, the Fed let Lehman go bankrupt, largely wiping out creditors. AIG came under 
threat because of its exposure to mortgage-backed securities through credit default swaps. 
As with Lehman, the Fed chose not to protect creditors; because the $85 billion loan was 
senior to existing creditors, senior debt was left trading at a 40% loss. 

Whatever the reasons for this change in policy, the implications for creditors and bond 
investors were clear: RUN from all entities that might fail, even if they appear solvent. 

As in the emerging markets crisis of a decade ago, anyone who needed access to the 
credit markets to survive might lose that access at any time. As a result, creditors and 
uninsured depositors at all risky institutions pulled their funds - shifting deposits to 
Treasuries, moving prime brokerage accounts to the safest institutions, and cashing out of 
securities arranged with any risky institutions. Washington Mutual and Wachovia 
vanished, and even Morgan Stanley and Goldman Sachs needed emergency capital. 

Banks stopped lending to each other or to their corporate clients and lent to the US 
government instead. The collapse of one money market fund and the pending collapse of 
more forced the government to insure money market funds. 

The credit market shock waves spread quickly throughout the world. In Europe, interbank 
loan rates and EUR1BOR rates shot up, and banks from Bradford & Bingley to Fortis 
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were nationalized. From late September, credit markets around the world were paralyzed 
by the fear that any leveraged financial institution might fail due to a lack of short-term 
credit. Self-fulfilling collapses can dominate credit markets during these periods of 
extreme lack of confidence. 

The response 

One way to end a crisis in confidence is to put a large balance sheet behind each entity 
that appears to be at risk, making it clear to creditors that they can once again safely lend 
to those counterparties without risk. This should restore confidence and limit the impact 
on the real economy. The major strength of the U.S. is its balance sheet: the unmatched 
degree of confidence it enjoys in the global economy. 

However, governmental responses to the crisis were fitful, poorly planned, and abysmally 
presented to the public. The U.S., to its credit, was the first to act, while European 
countries boasted they would be little affected. But the rapid shift from insisting that the 
system was fundamentally sound to a panicked request for $700 billion was greeted 
coldly on Capitol Hill and spooked the public. 

The initial Paulson Plan was designed to increase confidence in financial institutions by 
transferring their problematic mortgage-backed securities to the federal government's 
balance sheet. The plan had many problems, ranging from uncertainty over pricing to 
questions about whether it would be sufficient. On September 29, 1 recommended passing 
the plan and supplementing it with four additional measures, including unlimited deposit 
insurance and an equity injection program for financial institutions. (My views 
throughout the crisis were published at http://BaselineScenario.com and in various other 
media outlets.) 

After the Paulson Plan was passed on October 3, it was quickly overtaken by events. The 
UK and then every major European country announced a bank recapitalization program. 
On October 14, the US followed suit with a bank recapitalization program, unlimited 
deposit insurance (for non-interest-bearing accounts), and guarantees of new senior debt. 
Only then was enough financial force applied for the interbank lending markets to begin 
to ease, with LIBOR finally falling and Treasury yields rising, although they are still a 
long way from historical levels. 

Global dimensions 

Although the US and Europe have grabbed most of the headlines, the current crisis has 
taken a toll worldwide, particularly in emerging markets. Compared to the U.S. and select 
other wealthy nations, most countries lack the resources to restore confidence in their 
financial systems, must issue debt in foreign currencies, and have little control over their 
exchange rates. 

Highly leveraged countries, such as Iceland, are vulnerable to the flight of capital. Like 
Latin America in the 1980s, or emerging markets after 1997-98, the withdrawal of credit 
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after a boom can lead to steep recessions and major internal disruptions. Countries that 
got rich during the commodities boom are also highly vulnerable to a global recession. 
Extremely poor countries will suffer from reductions in foreign aid by wealthy countries. 
Even China is seeing a significant slowdown in growth as the global recession depresses 
its export markets. 

The global recession reduces our ability to trade, limiting one potential source of growth. 
In addition, the flight to quality has driven up the value of the dollar, making it even 
harder for U.S. companies to export goods and services. In addition, economic distress 
overseas can create political instability in important countries such as Pakistan, which 
recently agreed on terms of an IMF bailout. However, the IMF lacks the capacity to 
protect the global economy as a whole. 

THE CURRENT SITUATION 

The financial sector 

Today, the financial panic has eased, and the successive collapse of many large banks in 
the U.S. and Europe no longer appears imminent. However, it is too soon to declare that 
the crisis has passed, or that the bank bailout program has succeeded. As the recession 
deepens, the prospects for all kinds of debt - not just sub-prime mortgages, but prime 
mortgages, auto loans, credit cards, corporate loans, corporate bonds, etc. - are only 
getting worse. As a result, there is no end in sight to the write-downs that are taking their 
toll on banks' balance sheets. Credit default swap spreads on major U.S. financial 
institutions have risen significantly since the middle of October, indicating growing 
investor nervousness. There is a very real possibility that many of the banks who received 
capital injections from Treasury will need additional capital - most likely from the same 
source - in order to remain solvent. It is possible that Treasury will need to be more 
draconian about deciding who will receive capital and who will not; an attempt to protect 
every bank will likely increase confidence in no banks. 

Although short-term interbank lending has partially resumed, lending to the real 
economy, either as bank loans or as corporate or municipal bonds, remains highly 
constricted. One reason is that banks that are worried about their own solvency are more 
likely to use new capital to strengthen their balance sheets than to increase lending. 
Another is that, in any correction like the one we are seeing, underwriting standards tend 
to tighten rapidly. A third is that banks have been given little incentive (or pressure) to 
lend, other than exhortations by policymakers. 

In addition, the health of non-bank financial institutions remains an open question in the 
U.S. Insurance companies and quasi-fmancial companies such as GMAC and GE are 
attempting to qualify for capital from Treasury. Hedge funds, of course, remain largely 
invisible, yet forced selling by hedge funds is suspected of contributing to asset price 
volatility. 
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The real economy in the U.S. 

The poor health of the financial system is one but not the only cause of the severe 
recession in the overall economy. Before the severe phase of the crisis began on 
September 15, the U.S. was already facing an economic slowdown. The fall in housing 
prices and the slow fall in stock markets reduced household wealth, constraining 
consumer spending. A month of continuous panic from the media and another month of 
unmitigated bad news have helped push consumer confidence to the lowest levels seen in 
decades and undoubtedly depressed economic activity significantly. Very real layoffs, 
beginning in the financial sector but spreading to virtually all parts of the economy, are 
obviously having a major effect as well. Companies with limited access to credit are 
paying down debt and reducing spending and investment plans. State and municipal 
governments are cutting spending drastically as their projected tax revenues evaporate. At 
present, many forecasters project the most severe recession in the U.S. since at least 
1981-82, lasting through at least the first half of 2009. 

One of the major stories in the U.S. economy is, of course, the plight of the auto 
manufacturers and of GM in particular. Analysts and GM management agree that the 
company is likely to be unable to pay its bills within the next few months, prompting 
widespread calls for a bailout. GM and its allies insist that the company will be unable to 
survive bankruptcy and that a government loan will be necessary to protect millions of 
jobs at GM, its suppliers, their suppliers, dealers, and so on. 

Perhaps even more significantly, little progress has been made on slowing the fall in 
housing prices and rise in foreclosures that feed off each other in a vicious cycle. Various 
loan modification programs have been announced by Bank of America, JPMorgan, 
Citigroup, Fannie Mae/Freddie Mac, and the FDIC (for IndyMac), but these have had 
little effect so far, and most only target a small part of the overall problem. The new, 
overall plan proposed by the FDIC is promising, although some issues may need to be 
addressed (such as how it will handle the problem of securitized loan trusts). But at 
present, the pattern is one of increasing defaults, increasing foreclosure sales, and falling 
prices. 

Unexpected distress in Europe 

Unfortunately, there is little hope that we can export our way out of our problems. The 
most recent reports indicate a much sharper downturn in Europe than was expected even 
a few weeks ago, with the U.K. and some EU countries already in recession in the third 
quarter of this year. Even wealthy European countries and members of the Eurozone are 
threatened by two important developments, in addition to the acute credit crisis that has 
been with us since the middle of September. 

First, many European countries' banking sectors have imported serious financial 
problems from emerging market countries. In recent years, much of the investment in 
Eastern Europe and Latin America has come from European banks, which are now seeing 
their asset values plummet. 
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Second, and potentially more dangerously, worries are mounting that even members of 
the Eurozone might default on their sovereign debts. By acting to guarantee the solvency 
of their domestic banks, European countries have implicitly taken the risk of default onto 
themselves. As the recession deepens, those banks may fall further and further into the 
red, requiring their government backers to provide more and more capital. Because, in 
some cases, domestic bank assets are significantly larger than GDP, there is risk that 
some governments may simply be unable to bail out their financial sectors. Investor 
nervousness over this prospect can be seen in the prices of credit default swaps on 
sovereign debt. The implied risk of default for countries such as Ireland, Italy and Greece 
is rising; Greece is considered more in danger of default even than in early October. If 
this continues for too long, one or more countries may decide to abandon the Euro, 
causing major damage to the European and by extension the global economy. 

Emerging markets getting worse and worse 

In just the last week, the outlook for emerging markets has gotten significantly worse. As 
the wealthiest nations protect their banking sectors, investors and lenders will be less 
likely to put their money in countries perceived as risky. The psychology of fear has 
already taken over as creditors try to guess which country will be next. Unless a country 
has a sufficient balance sheet and a very large amount of reserves, it may get drawn into a 
pattern of selective defaults and large devaluations. 

So far, the IMF has stepped in with aid packages to Iceland, Ukraine, Hungary, and now 
Pakistan, and has also created a new short-term credit facility for "healthier" emerging 
markets such as South Korea and Mexico. In the process, however, the IMF has 
committed a majority of its available funds, which were only about $250 billion to begin 
with, and there are no obvious actors with the scale to protect a large portion of the global 
economy. Investors expect multiple countries across Eastern Europe to default, judging 
by the price of credit default swaps on those countries' debt. And while IMF assistance 
can reduce the risk of a government default, it cannot solve the severe problems in the 
real economy. In Ukraine, for example, industrial production in October was 20% lower 
than in October 2007. 

Falling commodity prices due to the coming recession will also hurt many exporting 
countries. Even Russia, with its large foreign currency reserves (and vast oil and gas 
reserves) may have a significant mismatch problem between short term liabilities and 
longer term assets. This is complicated further by large private sector debt in foreign 
currency. Russia has already expended a significant portion of its foreign currency 
reserves in a losing battle to protect the ruble. In addition, its real economy appears 
extremely shaky. In one sign, Russia's second-largest coal producer reported that its Q4 
sales will be only one-third its original plan, and its steelmaker customers are only paying 
21% of the value of their shipments. 

China, once thought to be largely insulated from the global financial crisis, is also feeling 
the pain. With some economists projecting that annualized growth could fall below 6% 
this quarter (from a rate of 1 1-12% in the past two years), the government stepped in with 
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a massive stimulus package ($586 billion over two years, although some of that may 
already have been planned). Given the major international linkages in the global 
economy, the recession is crippling growth everywhere. 

Summary of current situation 

In the United States, we have been aware of an impending economic slowdown for over a 
year. We will never know how pronounced the slowdown would have been in the 
absence of the acute credit crisis that began in mid-September. That crisis has triggered 
an ever-expanding series of impacts on the global economy that have plunged our 
economy into a serious recession. The constriction in the availability of credit, the 
widespread fear generated by recent events, and the recent waves of layoffs have all 
depressed economic activity. The financial crisis has triggered severe economic problems 
for our trading partners and in emerging markets throughout the world. 

We are clearly in uncharted territory. So far, our most pedigreed economists and most 
experienced policy makers have failed to anticipate the serial effects that the crisis has 
had. This means that the economic crisis could become much worse than we currently 
expect. It also means that it could be less bad than we expect. One problem is simply that 
we only have data through September or October, which were two of the most unusual 
months in our nation's economic history. Business and consumer behavior in November - 
when we all know that the economy is suffering, but we are not constantly barraged by 
panic - could be a better indicator of how far we have to go to restore the economy to 
health. Another problem is that we still cannot see many of the potential pitfalls in the 
financial sector, hidden as they are in hedge funds or off-balance-sheet vehicles. In any 
case, however, we need to be prepared to act as necessary to stimulate the economy and 
cushion the impact of the recession on the American people. 

ECONOMIC STIMULUS 

There are a number of steps that the US can take to address the many problems facing the 
global economy. These include continued action to recapitalize financial institutions 
under the Emergency Economic Stabilization Act, low interest rates, liquidity measures 
by the Federal Reserve, actions (coordinated with other G7 countries) to rein in the 
currency crisis, direct intervention in the housing market, and new forms of financial 
regulation, both domestic and international. The Federal Reserve must act decisively to 
forestall any risk of deflation (falling prices and wages). For today, however, the question 
is how best to stimulate the economy to cushion the impact of the recession and lay the 
foundation for future long-term growth. 

Stimulus objectives 

Before deciding these specific questions, however, we need to define the general 
objectives of the stimulus. The US economy is going through a massive de-leveraging 
process that is causing significant declines in asset values - first in real estate markets, 
now in securities markets - that will reduce the purchasing power of consumers for years 
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to come. Attempting to prop up those asset values simply by increasing purchasing power 
is likely to fail - the amount of money needed would be huge - and would likely only 
extend the de-leveraging process. While targeted tax rebates could play a role in the 
stimulus, simply asking the American consumer to spend his or her way out of this 
recession is unlikely to succeed. 

So what are we trying to achieve? I think there are four main objectives: 

1 . Reduce the depth and severity of the recession. The constriction in lending and 
widespread pessimism among both consumers and businesses risk producing a 
sharp downturn that pushes asset values far below their sustainable levels. A 
classic economic stimulus, by encouraging economic activity, can counteract this 
pessimism and limit the damage. One condition of meeting this objective is that 
measures should be designed to flow into the economy quickly. 

2. Help those people who will be hurt most by the recession. One can argue that this 
is not, strictly speaking, necessary to economic recovery, but 1 believe it remains 
an obligation of our government and society to limit the human misery that will 
be caused by a recession. 

3. Invest in America's long-term growth and productivity. The stimulus plan should 
encourage behavior that will increase the long-term economic prospects for the 
country. A simplistic way of putting this is that given the choice, we would rather 
see investments in infrastructure than in consumption of flat-screen TVs. In this 
context, we should bear in mind is that this is likely to be a relatively long 
recession, where economic growth may not return to target levels for 24 months 
or longer. Therefore, stimulus measures that might not be considered for a shorter 
recession should be put on the table. 

4. Ensure the long-term fiscal health of the government. Today, we are benefiting 
from the United States' unmatched ability to borrow money. However, it is 
possible that at some point in the future the size of our accumulated debt - and 
the size of the known future obligations in Social Security and Medicare - could 
make it more difficult to issue Treasury bonds at low rates. Now is not the time to 
worry about the size of the deficit in the short term, but we should make sure that 
the deficit can be reduced once the economy returns to sustainable growth. 


So, with these considerations in mind, what should the stimulus package include? 

I divide my recommended stimulus programs into two categories that, for want of a better 
term, I call short-term and long-term. Short-term programs are those intended to feed 
money into the economy quickly and in a form that will have a direct impact on 
economic activity; that is, they should encourage spending rather than saving. Long-term 
programs are those that may not boost economic growth within one or two quarters, but 
will help the economy grow out of the recession and will also help increase long-term 
productivity growth in the economy. 
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Short-term programs 

Several of the programs I recommend are those favored by other economists and 
commentators and with which the Committee is already familiar, so I will not describe 
them in exhaustive detail. 

1 . Direct aid to state and local governments 

This direct aid is desirable for two reasons. First, because it replaces money that state and 
local governments have been forced to cut from their budgets, it can have a very rapid 
effect, without the need to design new programs. Second, the money will go to programs 
that these governments have already decided are important and worth funding, 
minimizing the risk that the stimulus will be wasted on inappropriate ends. Not only did 
many states cut budgets for the current fiscal year with the anticipation of reduced tax 
revenues, but several states have enacted midyear budget cuts as their expectations have 
deteriorated. According to the Center on Budget and Policy Priorities, states closed $48 
billion in shortfalls in enacting their current (fiscal year 2009) budgets, and so far another 
$12 billion in gaps have opened up since the year began (generally in July). The CBPP is 
also forecasting shortfalls in the $100 billion range for the following year. 

2. Extended unemployment benefits 

Congress already extended unemployment benefits by 1 3 weeks in July 2008, but that 
measure will currently expire in March 2009. This provision should be extended past 
March 2009, and other means of expanding unemployment coverage should be 
considered, such as further extensions based on state-by-state unemployment rates. 
Extending unemployment benefits has a high "bang for buck" ratio, because needy people 
are more likely to spend each incremental dollar. According to testimony by Mark Zandi 
of Moody's Economy.com before the House Committee on Small Business in July, each 
dollar in extended unemployment benefits translates into $1.64 in incremental GDP over 
the following twelve months. Finally, this program helps some of the people who will be 
most sorely affected by the economic downturn, in most cases through no fault of their 
own. 

3. Expanded food stamp aid 

Expanding food stamps has many of the same beneficial characteristics as extending 
unemployment benefits. Because food stamps cannot be put in the bank or used to pay 
down debt, they tend to contribute to economic activity quickly. According to Mark 
Zandi's testimony, each dollar in expanded food stamp aid contributes $1 .73 to 
incremental GDP. 

4. Loan modifications for distressed homeowners 

To these ideas I would add money for relief to distressed homeowners in the form of 
government-sponsored loan modifications. This may not be in the fiscal stimulus package 
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per se, but it should not be far behind. The current FDIC proposal to partially guarantee 
modified loans as an incentive for lenders and servicers to make those modifications is 
promising. Like any guarantee, however, it raises the possibility - in this case, given the 
number of loans involved, the virtual certainty - that the government may lose money. 
This would be an appropriate usage of money as part of the stimulus package, as this 
program should help prevent housing prices from crashing far below their long-term 
values, and therefore prevent a further depletion of households' spending power. 

Even with the best possible loan modification program in place, a significant number of 
restructured mortgages will end up in default. We probably also need a role for 
government in managing the flow of foreclosed properties onto the market. 

5. Tax rebates or temporary tax cuts 

Targeted tax rebates or temporary tax cuts could play a role in the short-term economic 
stimulus. The benefit of tax rebates is that they can be distributed quickly and enable 
households to expand consumption when other sources of discretionary income are not 
available. The downside of tax rebates is that they may be saved, reducing their impact 
on current GDP growth. There is debate among economists over the extent to which the 
tax rebates earlier this year were saved as opposed to spent. However, Mark Zandi’s 
research has shown that each dollar in (refundable) tax rebates translates into $1 .26 in 
economic activity, indicating that they remain a meaningful stimulus tool. In addition, 
using tax rebates to pay down debt improves household balance sheets and helps promote 
longer-term macroeconomic recovery. In any case, in order to increase the potential 
impact of tax rebates, they should be focused on the lower and middle classes and phased 
out at higher income levels. 

In addition to or instead of simple rebate checks, a number of alternatives could similarly 
increase spending in the short term while potentially targeting other policy goals. 
Possibilities include tax credits for specific types of "desirable" spending (such as 
automobiles, or just fuel-efficient automobiles); increased direct aid for low-income 
people to pay for heating oil, natural gas, electricity, or other utilities; a temporary 
reduction in the payroll tax, either across the board or for specific income bands; or a 
temporary reduction in marginal tax rates. 

Long-term programs 

In addition, however, a number of other stimulus programs should be considered, for two 
reasons. First, given the depth of the expected recession, the programs listed above may 
to be too small to have the desired impact. Second, the expected length of the recession 
provides an unusual opportunity: an opportunity to invest in our economic future while 
also combating the recession. 

For these reasons, the following initiatives should also be on the table: 

1 . Investment in basic infrastructure, such as highways and bridges. In order to 
accelerate the economic impact, money could initially be put into maintenance 
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projects, but new construction projects should not be ruled out. Right now, the 
depressed prices of energy and raw materials mean that the "value for money" of 
infrastructure spending will be particularly high. 

2. Job retraining programs or grants. The recession will accelerate some of the long- 
term changes in the American economy; the proposed merger of GM and Chrysler 
is just one sign of this trend. Tens of thousands of people will need to develop 
new skills. 

3. Expanded student loans. Even before the latest phase of the financial crisis, 
smaller lenders were exiting the student loan market, especially for community 
college students, and there is a risk that this trend could reduce the availability of 
college educations for lower-income students. Student loans will go directly 
toward paying for tuition and other costs, so they should have a direct impact on 
the economy. 

4. Expanded small business loans. The credit crisis has not only seen a reduction in 
the availability of credit, but also an increase in the price of credit for small 
businesses. Government programs to guarantee small business loans or otherwise 
increase the availability of credit should have a nearly-direct impact on the 
economy. The programs could be designed to discourage companies from getting 
new loans to pay down existing loans. 

5. Investment in alternative energy, through tax incentives, direct grants, or other 
means. Someday in the next couple years the price of oil will start increasing 
again; despite its recent fall, long-tenn projections of the amount of oil in the 
world have not changed. Moving our economy away off of oil and onto 
alternative energy sources will not only protect us from inflation in the future, but 
will give our companies a new avenue for long-term growth. 

I am too far from being an expert on all of these topics to go into them in great detail. I 
know that several of them have been considered by members of Congress. My point is 
that given the amount of fiscal force that will need to be deployed, and the length of time 
over which it will need to be deployed, it is appropriate to consider measures that will 
both stimulate the economy and invest in our long-term future. 

Size of stimulus 

In his testimony to the House Budget Committee last month, Martin Baily proposed a 
stimulus of $200 to $300 billion. His recommendation was based on a range of forecasts 
about the severity of the recession. As this is not an exact science, I will follow a similar 
approach with slightly different results. 

Baily used two forecasts: the Blue Chip consensus forecast and a more pessimistic 
scenario that he defined. The Blue Chip forecast included three quarters of contraction, 
with a trough of - 1 . 1 % GDP growth (annual rate) in Q4 2008, with a relatively rapid 
return to healthy growth (+2.2% in the first post-recession quarter). His pessimistic 
forecast was for five quarters of recession, with a trough of -4.0% GDP growth in Q4 
2008 and Q1 2009. 
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There are three other forecasts I will mention to give a range of the expected outcomes: 

• Goldman Sachs in early October forecast zero growth in Q3 2008, contraction in 
Q4 and Q1 (trough of -2.0%), and zero growth in Q2 2009. 

• The October IMF forecast is for two quarters of recession, followed by one 
quarter of zero growth. 

• JPMorgan forecast 3 quarters of contraction, with a trough of -1.6% and 12 
quarters of slow growth. 

However, the main issue with any macroeconomic forecast is that, in this environment, it 
risks being out of date the day after it is made. Every week seems to bring additional bad 
news in both the U.S. and global economies; the impending collapse of GM and perhaps 
the rest of the auto industry is only the latest doomsday scenario facing us. As a result, I 
believe there is a large likelihood that all of these forecasts will later be revised 
downward. 

For planning purposes, then, we should think about a world in which the U.S. recession 
will last 4-5 quarters, with a trough at negative 2-3% GDP growth (annual rate), followed 
by 8-12 quarters of slow growth. 

Baily's method assumes that $1 in spending will contribute $1 .50 to GDP, with the $0.50 
in follow-on effects spread over several quarters. Based on this assumption, since US 
GDP is approximately $3.5 trillion per quarter, $35 billion in spending in a given quarter 
will contribute 1 .0% to GDP growth in that quarter, and small amounts thereafter. By 
matching expenditures on stimulus to the forecast GDP growth figures for each quarter, 
he concludes that $200-300 billion will be appropriate to cushion the recession and 
restore the economy to growth. 

I would suggest two modifications to this approach. First, I think it is optimistic to expect 
$1 in immediate impact for every $1 in the stimulus program. There is evidence that a 
significant proportion of this spring’s tax rebates did not end up contributing to spending, 
and while the measures outlined above are more likely than tax rebates to result in direct 
increases in economic activity, it would be a mistake to overestimate the effectiveness of 
any macroeconomic intervention. As a result, I believe it more conservative to plan on 
something like $0.90 in immediate impact and $0.50 in follow-on impact. 

This implies that, for the 2-3 quarters of recession that remain to be affected (assuming 
there is nothing we can do about Q3 and Q4 this year), approximately $70 billion in 
stimulus expenditures per quarter may be called for, for a total of roughly $220 billion. 
The amount of stimulus should decline over the quarters due to follow-on effects, but a 
major issue is how to spend large sums early in 2009 while ensuring that the money is 
used well and has a high impact on GDP growth. If the recession is more severe than 
expected, then more of the stimulus should be front-loaded, which may require tax 
rebates or temporary tax cuts simply in order to get the money out fast enough. 

Second, I would pay particular attention to the 8-12 quarters of prolonged slow growth. If 
we want to increase economic growth by an average of 0.5-1% (annual rate) in each of 
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these quarters, this would imply approximately $25 billion in stimulus per quarter, or 
roughly $250 billion over the entire period. 

Added together, this yields a total stimulus package of around $450 billion, or about 3% 
of GDP, spread over about 3-4 years. It also implies a way to time the short-term and 
long-term programs described above. Short-term programs can be implemented 
immediately to inject spending into the economy quickly. Long-term programs, such as 
infrastructure grants or alternative energy programs, should be announced and 
implemented quickly, but can take a longer time to bear fruit. 

Fiscal consolidation 

Again, this is not the year to be worrying about the size of the budget deficit. Faced with 
the most severe recession in almost thirty years - and perhaps in seventy years - the 
overriding priority should be to restore the economy to sustainable growth. The financial 
crisis has taken so long to get under control - and is still not fully under control - in part 
because of reluctance by policymakers to use sufficient financial force early enough. We 
face a similar danger when it comes to the recession in the real economy. In addition, we 
currently have the luxury of being able to borrow money at reasonable prices. 

However, there is no such thing as a free lunch. If the national debt as a percentage of 
GDP continues to grow at the rate of the last several months, at some point the rest of the 
world will become more reluctant to lend us money. This will show up as an increase in 
interest rates, which will increase the proportion of the budget that will have to be 
dedicated to debt servicing; in a worst case scenario, lenders might insist that we borrow 
money in other currencies (although the most likely candidate, the euro, has seen its share 
of problems recently). Credit default swap spreads on U.S. sovereign debt, while still 
low, have been rising in recent months as investors wonder what impact all of our new 
liabilities will have. 

The solution, on a high level, is to have counter-cyclical fiscal policy. Just as we should 
be increasing spending or possibly reducing taxes right now to combat the recession, we 
should reduce spending or increase taxes once the economy returns to a reasonable 
growth rate. This will be necessary not only to reduce the national debt burden, but also 
to build up financial firepower - in the form of both cash on hand and additional 
borrowing capacity - to deal with the crises of the future. This is one reason why tax 
rebates or tax cuts should be explicitly temporary (although temporary tax cuts have a 
way of becoming permanent, this should be resisted). It is also why new spending 
programs, such as infrastructure spending, should be structured to be phased out over 
several years. It will be especially important to restore the government budget to a 
position of long-term sustainability - deficit in recessions, surplus during growth - before 
we have to face the additional obligations currently built into the Social Security and 
Medicare programs. 
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Chairman Conrad. Thank you. 

Dr. Taylor. 

STATEMENT OF JOHN B. TAYLOR, MARY AND ROBERT RAY- 
MOND PROFESSOR OF ECONOMICS, STANFORD UNIVERSITY, 

AND SENIOR FELLOW, HOOVER INSTITUTION 

Mr. Taylor. Thank you, Mr. Chairman, and thanks to you and 
Senator Gregg and other members of the committee for giving me 
the opportunity to be here to talk about the economic situation and 
the need for a stimulus. 

I agree, these are tough economic times. We are in a recession. 
Last quarter had negative growth and this quarter will most likely 
have the number of minus -three percent that you put up, Mr. 
Chairman. I think the recession will be — already — is longer and 
deeper than the previous two recessions we had in the United 
States and most likely more along the lines of the recessions we 
had in the 1970’s and the early 1980’s in terms of the magnitude 
and length. 

I think the source of this really goes back to the boom and bust 
in housing. I will come back to that in a minute. There was a pe- 
riod of time where we had excessive stimulus, if you like, from the 
monetary side. It led to a run-up in housing prices that was un- 
precedented, spread around the world, and now the resulting bust 
has led to many foreclosures. People are underwater; the securities 
were put together into derivatives that were sold to banks and oth- 
ers and that has caused the financial crisis that we are facing in 
the United States and the rest of the world. 

So the story is pretty clear about how we got here, and now get- 
ting out. Clearly a good topic for discussion is how we get out of 
this. I think the first thing I would look at if I were you, in terms 
of considering a second stimulus, is to look as carefully as possible 
at the first stimulus, if you like, the Economic Stimulus Act of 
1980. 

I have had a chance to look at this a bit, and I brought a chart. 
I am going to only have one chart in my presentation. It is in my 
testimony. I don’t know if it is in front of the Senators. But it is 
simply just going back to the major part of the Stimulus Act, and 
that was, as Senator Gregg mentioned, the rebate checks or direct 
deposits into people’s accounts. 

The idea, you recall, was that by giving people more income, 
more disposable income, they would spend more. It would give a 
boost to consumption demand, and that would boost aggregate de- 
mand which in turn would jump-start the economy. That is the 
logic. 

Well, we can look at what happened with this chart. As you can 
see, the top line is — well, it is on the chart here, so thank you. The 
top line is what we call disposable personal income, and this is the 
amount of money in the aggregate that people have to spend after 
the government takes taxes and gives money back in the form of 
transfers. 

You can see there is a big blip in that line. It started in May 
when the rebate checks were sent out, or money was deposited in 
people’s accounts. It stayed high in June, July, and now it is basi- 
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cally back to the previous trend it was. So that is basically the 
stimulus package right there, at least on the consumer side. 

Now, again, the purpose was to stimulate consumption so the 
economy would get a jump-start. The lower line is what we call 
personal consumption expenditures. It is the total amount of con- 
sumption by the same people in the aggregate that were getting 
the rebate checks. As you can see, it is very hard to see that there 
was any impact of this stimulus on what it was advertised to af- 
fect. It seems to me that is something to consider seriously when 
you think about a second stimulus package. 

You might think it is surprising this happened. Actually, I think 
this is what economic theory will tell you would happen. Economic 
theory has something called the permanent income model devel- 
oped by Milton Friedman, or the lifecycle hypothesis developed by 
Franco Modigliani at MIT, and these are the ideas that people’s 
consumption behavior is largely influenced by their views about 
their permanent income. It is a famous and well-researched idea. 

It seems to me that that is what you are seeing in this picture, 
exactly what you’d expect, a temporary burst of income. People 
save almost all of it in this case. We can debate whether maybe it 
was offsetting some other things, like the high energy prices, but 
nonetheless, it seems to me that this is a verification of that the- 
ory. 

Now, it is because of that view of temporary rebates that the 
idea of stimulus, countercyclical fiscal stimulus, actually fell by the 
wayside until roughly 2000, 2002. I have some quotes in my testi- 
mony from distinguished economists who said there was a con- 
sensus that this approach doesn’t work. I think the consensus 
broke down as, of course, evidenced by lots of testimony you heard 
earlier this year when you were considering the economic stimulus 
package. I think it broke down because in 2001, there were checks 
sent to people and that did seem to have some impact. But remem- 
ber, that was the first installment on a longer-term multi-year tax 
cut. So effectively, that was viewed as permanent by so many peo- 
ple who were getting those checks. Logically, that is what they 
would think. So in that sense, that is not surprising that had more 
impact. 

So in my last minute and a half, what are the lessons from this? 
It seems to me the lessons are pretty clear. We had in many of the 
debates last January-February the mantra that packages should be 
temporary, targeted, and timely. It seems to me we should think 
about changing that mantra, those principles, when you think 
about this next package. I like to stick with the alliteration, since 
that seems to be catchy, but I will choose a different alliteration. 

I would like to think of the stimulus being permanent, pervasive 
and predictable. Permanent will have more of an effect, obviously. 
By pervasive, I mean forget targeting. Try to make it as broad as 
possible. Don’t worry about targeting so much, thinking it is going 
to have more of a stimulus. You need to be, if you like, broad-based 
if you don’t like the word pervasive. 

And predictable seems so important to me. Many of the criti- 
cisms that we are hearing about policy these days is it is ad hoc. 
It seems to be changing all the time. The mere fact that we are 
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considering a second stimulus so soon after the first stimulus is an 
indication of that, it seems to me. 

So what kind of policies would be permanent, pervasive, and pre- 
dictable? There are many, quite frankly, that fit those principles. 
But the one that I would like to suggest is, No. 1, committing 
through legislation not to increase any tax rates for the foreseeable 
future, whatever you define as permanent. Put it in the books. No 
tax rate increases anywhere. 

Second is to go ahead with President-Elect Obama’s proposal to 
have a workers’ tax credit of 6.2 percent of wages, up to $8,000 in 
wages. Make it permanent, though. Forget about one-time rebates. 
Just make it permanent. It will have more of an effect. So that is 
the pervasive aspect. It is across the board, but it is helping addi- 
tional people. 

On the spending side, I think the most important thing is to lay 
out a spending path for the next few years to show how you are 
going to get from where you are now with the stimulus back to bal- 
ance. And if you want to bring forward some of that spending as 
best you can, maybe things that are already on the books, that is 
fine, but the important thing is to lay out a path to get back to a 
balanced budget. 

And fourth, I would remind you all that we have a stimulus pro- 
gram automatically in this country. It is called the automatic stim- 
ulus, automatic stabilizers, and that is the fact that spending auto- 
matically increases in recession and revenues automatically come 
down. I estimate that the stimulus from the automatic side is going 
to be about 2.5 percent of GDP this fiscal year. So make that part 
of the package. You don’t have to pass legislation to get that 2.5 
percent, but that is there and it is part of the whole stimulus. 

The questions that Senator Gregg asked, I will just answer brief- 
ly. We can come back to them. I do think that some of the TARP 
money should be used directly for the borrowers and the home- 
owners to help directly the foreclosure problem that we have, but 
I do not think additional funding or loans are appropriate for the 
automobile industry. Thank you. 

[The prepared statement of Mr. Taylor follows:] 

Chairman Conrad. Thank you. I am going to go to Senator 
Sanders. I am going to reserve my time and go to Senator Sanders 
first on our side, then come back to Senator Gregg, then Senator 
Murray, then Senator Nelson on our side. 

Senator Sanders. 

Senator Sanders. Thank you very much, Mr. Chairman. I don’t 
know that I have any profound questions, but I want to thank you 
for holding this hearing. We are dealing, as I think our very able 
panelists have told us, with something that is almost unprece- 
dented. It is very frightening and we are all going to have to 
scramble to figure out how we come up with some sensible solu- 
tions. 

Just a few points that I want to throw out and maybe the panel- 
ists can comment on it later. We have talked about the immediate 
impact of the financial downturn in terms of increased unemploy- 
ment and foreclosures and so forth, but one point, Mr. Chairman, 
I want to reiterate, one of my real frustrations with the Bush ad- 
ministration, well before the immediate financial crisis, is their re- 
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fusal to address the reality that even before the crisis, the middle 
class in this country was in serious decline. So this didn’t happen 
a few months ago. 

We have had — and the reality is, and we have to put this out on 
the table, is that in the United States, among all of the other in- 
dustrialized nations, we have the dubious distinction of having the 
highest rate of childhood poverty. Forget the immediate financial 
crisis. Eighteen percent of our kids are living in poverty. We have 
the highest overall poverty rate. We have the highest infant mor- 
tality rate. We have the highest incarceration rate. We spend 
$50,000 a year to keep people in jail, and if anyone thinks that is 
not related to having a very high poverty rate, I would seriously 
question your judgment. 

We have also, Mr. Chairman, and I think we have to address this 
issue, as well, how does the grossly unequal distribution of income 
and wealth play into this financial crisis? According to at least 
some analysts, the top one-tenth of 1 percent earn more income 
than the bottom 50 percent, and we are moving in the direction of 
Brazil, of Russia, of very unindustrialized countries in terms of 
that discrepancy. Do we address that issue? How is it related to the 
crisis that we face? 

And, of course, we are the only major country on earth without 
a national health care program. 

So I want to maybe throw into the hopper here for further dis- 
cussion some of these longer-term problems that our economy is 
facing, how that ties into the financial crisis, how do we address 
that. 

Mr. Chairman, I agree with much of what you laid out in terms 
of what a package would include, a stimulus package, but I agree 
with, I think, it was Dr. Zandi talking also about the need to move 
us to sustainable energy. I think there is enormous job creation in 
energy efficiency. I was just in the United Kingdom last week. 
They are talking about creating a whole lot of jobs in energy effi- 
ciency and I think we can do that. Maybe the panelists can discuss 
the impact on our economy of importing $700 billion a year of for- 
eign oil and why not investing in sustainable energy — wind, solar, 
geothermal, biomass. 

The other things that I think we may want to also throw on this 
table for discussion is I think the loss of faith. We talk about loss 
of confidence from an economic perspective. I think there is a deep- 
er loss of faith in corporate America in general. I could tell you that 
in my State, people are furious. People are struggling to keep their 
heads above water and the idea of placing at risk $700 billion of 
taxpayer money to bail out people on Wall Street who in the past 
have made just huge amounts of money investing in very reckless, 
exotic financial packages, that brings about the issue of re-regula- 
tion. It brings about the issue of greed in our society. 

Are we in a healthy state when so much money is being played 
about in the financial sector while our manufacturing sector is in 
rapid decline? Doesn’t it make a lot more sense to maybe put 
money into producing products that the American people consume 
so, in fact, we don’t have to import everything from China rather 
than have guys make huge sums of money playing on Wall Street? 
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The other point that I want to make, we have heard some statis- 
tics about unemployment. There is a question about the validity of 
unemployment. For example, I believe we have about ten million 
people who are unemployed today, roughly speaking. We have an- 
other seven million people who are underemployed, i.e., who want 
to work full-time who are working part-time. Is that something 
that we should throw into the hopper? Is, in fact, the economic sit- 
uation a lot worse? Do we have Ph.D.s out there who are driving 
taxicabs or working as waiters or waitresses? Is the problem even 
worse than we are suspecting it is? 

So, Mr. Chairman, those are a few of the issues. I think this has 
been an excellent presentation. I think you have different philo- 
sophical points of view and I think they all have something to say, 
so I just wanted to throw out some of those ideas to further the 
discussion. Thank you, Mr. Chairman. 

Chairman Conrad. I would give, if the panel wants to react to 
any of that, I would give them the opportunity. Mr. Zandi? 

Mr. Zandi. Sure. I do agree that the unemployment rate, where 
you ended your remarks, is not an adequate measure of the stress 
in the labor market and the job market. It is 6.5 percent, but if you 
do add in discouraged workers, so-called discouraged workers who 
aren’t even looking for work, that aren’t counted as unemployed, 
and you consider those that are working part-time for economic 
reasons, certainly underemployed, and also some of the self-em- 
ployed people whose payroll job end and they try to make it by be- 
coming self-employed, then we are already into the double-digits, 
11, 12 percent already there. 

Senator Sanders. Do you think, by the way, and I know that is 
out of the jurisdiction of this committee and maybe it is in the 
Health and Education Committee, that we might want to take a 
look at reconfiguring how we determine real unemployment in 
America? 

Mr. Zandi. I think the Bureau of Labor Statistics actually has 
different measures of stress in the labor market. We focus, we the 
economists focus on the unemployment rate, the 6.5 percent, but in 
the monthly report that the BLS puts out, they have different 
measures of underemployment and you can measure it and you can 
see it and 

Senator Sanders. The point you are making, though, is the eco- 
nomic situation is really perhaps a lot more severe than that 6.5 
percent. 

Mr. Zandi. Yes. I think the 6.5 percent understates the stress 
and the change in the level of stress that is occurring. 

And again, just to reinforce a point, this is — one of the unique 
features of what we are in is how broad-based the problem is. It 
is across all industries. It is across all occupations. It is across all 
regions of the country. In other downturns and recessions, you had 
industries that were doing reasonably well. You had occupations 
that were OK. You had regions that were fine, so that people had 
some options. They could move from Michigan to Florida. They 
could move from California to Arizona. They could try to go get re- 
trained for another job in the tech sector or in the health care in- 
dustry. But those options are much more limited and I think that 
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is weighing very heavily on the collective psyche. So the problems 
are much broader based. 

Senator Sanders. Say a word about income and wealth and 
equality. Can you have a sustainable strong economy when so few 
have so much and so many have so little? 

Mr. Zandi. My view is that income inequality is a problem. In- 
come and wealth inequality is a problem, and a problem in the 
sense that there is a skewing of the distribution of income and 
wealth and the skewing hasten worse over time, and the forces at 
work creating this are firmly in place. So it suggests that it is not 
going to get any better, it is going to get worse going forward. 

I don’t think it is a major contributing factor to the mess we are 
in right now, but I do think it is going to be a very serious problem 
that we are going to have to tackle in the future in that we have 
very significant long-term fiscal problems that we are going to have 
to address and I don’t think we can address those problems without 
putting it through the prism of what it means for the distribution 
of income and wealth. 

Senator Sanders. Thank you. 

Dr. Johnson. 

Mr. Johnson. Yes. I would like to take up this — I agree with 
what Mr. Zandi is saying, the points he made, but I would like to 
take up the inequality point a little bit more. I actually think it 
does matter today and I think this feeds into what I think we can 
see developing as a bailout fatigue in the U.S. People are very an- 
noyed, as you say, with the leadership that got them into this, and 
they are not really happy with some of the unions who are involved 
in the auto industry, as well. There are some issues there about 
differences in pay. 

Mostly, I think, though, there is a lot of pent-up frustration. This 
is a big problem, because unfortunately, in this very difficult situa- 
tion where the credit system is collapsing, we have to consider bail- 
outs or rescues for all kinds of different things. We are not going 
to hopefully do all of them, but some of them — they want to do 
things that we wouldn’t ordinarily do and not be comfortable with, 
and that is going to make people very angry because of the inequal- 
ity. 

I think the way to address that going forward is by working on 
education. I think a lot of the inequality comes from the fact that 
the income difference between people with high school education 
and college education is getting wider and wider, probably because 
of technology 

Senator Sanders. Should we follow the route of many of the Eu- 
ropean countries and make college free or virtually free, does that 
make sense to you, for those who are qualified to get in? 

Mr. Johnson. I think what you want to do is find ways to make 
sure that people who leave high school have better, stronger tech- 
nical skills, which is also what they do in Europe, without nec- 
essarily requiring or pushing them to go into a college education 
program. 

The other point I would like to make 

Senator Sanders. I think my time has long expired, so 
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Mr. Johnson. On energy efficiency, I think investing in tech- 
nology development would address exactly your concerns there. I 
think that makes sense. 

Senator Sanders. Thank you very much, Mr. Chairman. 

Chairman Conrad. Senator Gregg. 

Senator Gregg. Thank you. We could get into the education de- 
bate and spend hours on it, but your point, which is that in Eu- 
rope, they basically two-track people in high school and you get to 
choose which track you want to take, a technical high school or a 
liberal arts high school, has always been a matter of considerable 
debate in the Education Committee, which I also serve on and had 
a chance to chair for a while. 

I was interested in your chart, Dr. Zandi, which showed the drop 
in the debt, because I am wondering if there might actually be a 
bright side to that in that we clearly, as a result of monetary policy 
over the last 6 years where money was made so available at such 
a cheap rate that there was an excess amount of debt put out 
there, it is clear that what we are going through now is an eco- 
nomic event which is a function of that excess debt being worked 
out of the system. How close are we? 

We heard in testimony in this committee that there was $2 to 
$3 trillion of excess debt in the system, most of it in the real estate 
accounts, that had to be worked out of the system, and that that 
was what this event was all about, or not all about, but that was 
at the core of this event. How close are we to that work-out? I 
mean, are we at a point where — you had that line that came down 
rather dramatically. Are we at a point where we actually may be 
in a situation where we have shaken out the excess debt or close 
to it so that you can start a recovery based off of assets which have 
value as versus assets which are overvalued due to excess debt? Is 
that the bright side here, hopefully, or is that an overstatement? 

Mr. Zandi. Well, no, there are some rays of sunshine. You might 
have found one of the rays. We are working through our excesses 
rapidly. Let me just give you some numbers to sort of benchmark 
that. 

The financial system as a whole has written off about $650 bil- 
lion worth of assets, and that is U.S. -based assets. Those are assets 
that are held by U.S. financial institutions and overseas institu- 
tions, but they are all U.S. -based assets. Most of those are residen- 
tial mortgage assets, so mortgage securities, mortgage loans. I 
think we have made a significant amount of progress there with re- 
spect to working off those bad assets, but because the economy is 
eroding and house prices are falling and we are going to see more 
foreclosures, we are not done. We have more work to do there. 

But the real problem is there are a lot of assets to be written off 
elsewhere in the financial system. Those would be credit cards, ve- 
hicle loans, other consumer finance. That would include commercial 
real estate loans, which are only now starting to go bad. That 
would include corporate debt that we have struggled with. And if 
you look at estimates of the losses there, I have done some, the 
IMF -World Bank have done some, that would suggest that we have 
at least another $700 or $800 billion to go, that that is what is in 
train that we think we are going to have to 
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Senator Gregg. So the $2 trillion number we heard earlier is ap- 
proximately in the ballpark? 

Mr. Zandi. It is in the ballpark, and we are not 

Senator Gregg. We are halfway through that number 

Mr. Zandi. If we are lucky, we are halfway through the number. 
Now, just one other point. I am sorry. 

Senator Gregg. Can you make it quickly? 

Mr. Zandi. Yes. I was just going to say, that is a moving target, 
right, because as the economy worsens, people lose jobs. 

Senator Gregg. Right. 

Mr. Zandi. Two trillion is 

Senator Gregg. Dr. Johnson, you made the point that the bank- 
ing industry may not be stabilized, or the financial houses may not 
yet be stabilized. The financial houses are gone. We are back to the 
banking industry. That the universal banks are not stabilized yet. 
I think there has been some — certainly, Secretary Paulson has said 
that he thinks we are past the systemic meltdown period threat, 
that we still are into an extraordinarily serious recession. Are you 
still of the view there is a potential for a systemic meltdown? 

Mr. Johnson. I think that is the right question, and that is still 
the question of the day. I think that the period of default by major 
U.S. banks has gone down, and that is reflected in the market 
view, for example, from the credit default swap spreads, which you 
are probably familiar with. 

However, the view in the market at the same time is that while 
the debt is probably OK, these banks’ business models of profit- 
ability is going to erode, and the counterpart of the losses you were 
just discussing with Mr. Zandi is big hidden losses, or not yet dis- 
closed losses or not yet understood losses on the balance sheets of 
these very large banks. 

So in other words — so, for example, one large U.S. bank I prefer 
not to name in public has a market capitalization substantially 
below its Tier I capital right now. So how is that possible? It is pos- 
sible because the market view is they have a lot of losses. About 
half the Tier I capital is going to be wiped out based on what the 
market was seeking yesterday by the losses that you were talking 
about, when they take those write-downs. 

So is it a systemic crisis if the value of all the banks in the U.S. 
goes to zero at the same time as they continue to service their 
debts and the creditors are OK? It is not a classic systemic crisis. 
It is not a classic bank failure, but it is pretty bad because it will 
feed into a continuing downward contraction of credit. 

And remember, the key problem of the 1930’s, the onset of the 
Great Depression we think of as being about bank runs and bank 
collapses. What it was really about was the collapse of credit. Now, 
credit can collapse either because banks fail and you don’t rescue 
them, or because the banks just shrink their balance sheets down 
dramatically and they are basically putting themselves out of busi- 
ness. They wind down. Nobody wants to invest in them. And then 
you are faced with a very difficult situation, which is what do you 
do with these banks? Does the government come in and recapitalize 
them? I know that is not the question yet of the day, but I think 
it will be soon. 
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And I think, going back to your original question about the top, 
which I didn’t fully answer, I think you should save that money for 
recapitalizations that you are going to need to do if the recession 
becomes substantially worse. 

Senator Gregg. Well, that is a very optimistic view. 

[Laughter.] 

Senator Gregg. Dr. Taylor, I liked your three words. I think that 
those are the ones we should be focused on. You suggested that the 
Obama proposal should be made permanent. Do you include in that 
the Obama proposal to raise the top rate? 

Mr. Taylor. No. Actually, my list of items explicitly says we 
should commit now not to increase any tax rate, and that includes 
tax rates on small businesses, that includes tax rates on capital 
gains, that includes tax rates on dividends. Absolutely, I think that 
would be a mistake to increase those taxes. So the first part of my 
proposal, and I believe it would be a stimulus, it would be a stim- 
ulus that you might not count in terms of money because right 
now, if you just commit not to raise those taxes, if anything, it is 
going to raise revenue because it will stimulate the economy. So in 
terms of your measure of costs, it is really cheap. 

I would do that if you could possibly do it, and that is why I men- 
tioned the second part, add to that President-Elect Obama’s pro- 
posal to have a tax cut, rate cut — this is a rate cut. You take 6.2 
percent of your wages and refund that and make it permanent. You 
could limit it as he proposes to $8,000. That is fine. But that would 
actually broaden the idea of this permanence of the tax cut. 

So I think combining those has a lot of appeal. First of all, it is 
bipartisan, if you like, because there are different parts of the aisle 
liking both of those. Second, there is this broadness, pervasiveness 
that I have — and it is permanent. So I think there is some appeal 
there. 

Senator Gregg. I appreciate that and I agree with that actual 
approach. 

I am sorry my time is up, but I do have one more issue that I 
think has to be asked, which is the elephant in the room that no- 
body has mentioned. If you put $400 billion of stimulus onto the 
Federal books, we are taking the Federal deficit over one trillion 
dollars. That is probably somewhere in the seven to 8 percent 
range of GDP next year. What does that mean? Or doesn’t that 
matter in the context of what we are facing relative to the eco- 
nomic slowdown? 

Mr. Taylor. See, in my view, it certainly matters. In fact, it 
seems to me you should be thinking of the stimulus not so much 
in is it going to be how big the deficit has increased, 1 percent, 3 
percent, but really what it is going to do to the economy. Just my 
example of the rebates, you could say, oh, that was $100 billion, 
a certain fraction of GDP, but it didn’t do anything and I am giving 
you a proposal which would do a lot and wouldn’t cost anything. 
So I don’t think you should be measuring these by how much it is 
a share of GDP or increases the deficit. 

And I do agree that just flagrant ignoring a one trillion dollar 
deficit is a mistake. It is a concern, a very serious concern, and I 
think whatever the deficit is you decide, remember, it is going to 
be more than that because of the recession, 2 percent, 2.5 percent 



73 


of GDP because of the recession. So you have to think about a glide 
path, a serious part of any proposal, it seems to me, to get back 
to balance, and you decide the new debates and the new adminis- 
tration will decide the debates. But it is very important for credi- 
bility to see we are on a glide path to stop this deficit spending. 

Mr. Johnson. Could I just add one point on the very important 
issue of automatic stabilizers Professor Taylor raised before. The 
U.S. does have automatic stabilizers, but it has the weakest auto- 
matic stabilizers of any major industrialized country because we 
have a relatively small government. So in most other industrialized 
countries, they don’t have to have this conversation that we are 
having because they have a larger automatic stabilizer from all of 
the factors that Professor Taylor was talking about. 

So the question is, should the U.S. top that up with a discre- 
tionary decision that you would have to make, or should we rely 
on what we have, automatic stabilizers that are relatively weak 
compared to what other countries in our position rely on. 

Senator Gregg. Dr. Zandi. 

Mr. Zandi. Yes. I think deficits matter, but I think this is a very 
good time to deficit finance because no one else is borrowing. The 
private credit markets have completely shut down. Seriously, in a 
normal, quote-unquote, “normal” year, credit markets raise $5 tril- 
lion worth of capital. Right now, there is zero private capital. So 
you can borrow and borrow very cheaply and this would be a good 
time to do it. 

But this is important, and this is why temporary is important be- 
cause that signals that in the longer run, you are very concerned 
about the fiscal situation. If you make all the tax cuts permanent, 
that is a permanent increase in our long-term deficit situation, 
which is going to get very serious in the not-too-distant future. So 
that is the downside of permanent and why temporary is important 
and why I think we should be very careful about permanent or 
temporary. 

Chairman Conrad. Senator Murray. 

Senator Murray. Thank you very much, Mr. Chairman. This has 
been an excellent hearing. I can’t say it has been uplifting, but it 
has certainly been, I think, an important one for all of us to under- 
stand why we are where we are and what the possibilities are try- 
ing to move us forward and what our responsibilities are in moving 
forward. 

I certainly agree with you, Mr. Chairman, on transportation in- 
frastructure. It seems to me the best thing to do is to have people 
at work getting a paycheck, having a skill, creating economic devel- 
opment. I know my State has $98 million worth of highway infra- 
structure projects ready to go. I am sure every State does, and like 
yours, they don’t have the capacity today to do that. We will have 
to work hard on that, obviously, over the next several months to 
put a package forward, but I hope that that is part of it. 

I did want to ask the panel a few questions? You outlined for us 
why we are where we are and consumer confidence. Housing fore- 
closures clearly got us to where we are in the tight credit market, 
but consumer confidence, it seems to me, is really keeping us here 
in a very difficult place. How do we increase consumer confidence, 
or consumer spending? Dr. Taylor, you said the rebate checks were 
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essentially not going to get us there. What is it that we can do to 
increase consumer confidence? Dr. Zandi, let me start with you. 

Mr. Zandi. I think that requires a very concerted, consistent, 
overwhelming policy response, and that is fiscal stimulus, that is 
aid to homeowners, that is expanding out the use of TARP, not 
only for homeowners but for more capital infusions, and I person- 
ally believe that giving up on asset repurchases is a very signifi- 
cant mistake because that is necessary for price discovery, which 
is what you need to get private capital back into the financial sys- 
tem. So I think that should be also pursued. 

Senator Murray. The toxic asset purchases that we origi- 
nally — 

Mr. Zandi. Exactly. I think abandoning that idea is a very sig- 
nificant mistake, yes. 

Senator Murray. And define for me why you think that again? 

Mr. Zandi. Because I don’t think you are going to get private 
capital coming back into the financial system until they understand 
the value of the assets that are on the balance sheets of these insti- 
tutions, and you are not going to get that until you get price dis- 
covery, until they know what the price is, and you are not going 
to get that unless you have a buyer for the assets, and there are 
no buyers except for the Federal Government, at least not in the 
foreseeable future. 

Senator Murray. So you are saying consumer confidence, dealing 
with the housing market has to be part of that 

Mr. Zandi. I think it has to be all of those things. I think it has 
to be overwhelming. In my view, in times of crises, the only way 
out is overwhelming government response in a very concerted, con- 
sistent, and comprehensive way, and it is all of the above very 
quickly. 

Senator Murray. Dr. Johnson. 

Mr. Johnson. I think the way to think about your question is 
what is going to happen to spending? Whose spending is going to 
be affected by this very deep recession unless you have the fiscal 
stimulus? And I think this also — you want to take on board the 
points that Professor Taylor is making, which is, is somebody li- 
quidity constrained? Is somebody really short of money? They 
didn’t get their paycheck. They just got laid off. They have other 
problems. 

And I think there is a set of measures that you can take, both 
with the aid to State and local governments, because they are cut- 
ting back and they are laying people off directly. You know, that 
is going to have a big effect on spending by their employees. The 
unemployment benefit, extension of unemployment benefits, I think 
there is a lot of agreement that this is something that will support 
spending as well as being a good, fair idea. Food Stamp aid, again, 
does the same thing. If you can find ways to help the distressed 
homeowners, potentially, this is a way to affect spending, also. 

These are immediate things. These are things that will happen 
right away. These are people who are going to spend less money 
for the holidays because of the difficulty of the situation. So I think 
that even recognizing that there is a great deal of uncertainty, that 
nothing will work exactly as intended or hoped in this kind of situ- 
ation, I think these things will really move spending. 
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And I would just like to add, I would respectfully disagree with 
Mr. Zandi’s view on top. I actually think not buying those dis- 
tressed assets at this point was a good — actually, I never thought 
it was a good idea, to be totally honest. There is a private market 
for these assets. It has a very low price on them because their 
value is declining because the real economy is falling. And if, con- 
trary to some of the initial hopes expressed for that program, if the 
economy goes down far enough, if house prices fall enough, then 
those assets are going to be worth essentially zero. 

The key thing is support the real economy. It is a very hard 
thing to do in this situation. The measures that we are proposing, 
which are pretty big — include a pretty big fiscal stimulus, may not 
work. It may not be enough. It may not save us from a very deep, 
prolonged recession. But I think it is worth trying. 

And I do also, on the point about budget deficits, I do worry 
about the budget deficit. I am not somebody who has ever pre- 
viously argued in favor of big deficit spending in this kind of situa- 
tion. I mean, this is a very unusual situation. This is why you 
saved the U.S. balance sheet. Save it for when you need it. Now, 
you need it. 

Senator Murray. Dr. Taylor, how do we increase consumer con- 
fidence? 

Mr. Taylor. The biggest drop in consumer confidence is just in 
the last month or so. The October numbers just fell like a rock. 
And I think in terms of what government can do, it seems to me 
is to, just as you were saying, be as clear as possible about the un- 
derstanding of where this problem came from, articulate that. I 
think people still don’t understand it. You know, your constituents 
are confused. The more that you can explain, and we in the private 
sector can explain it, the better. 

But I think in terms of instilling confidence, the more — I would 
say this, going back to this predictability thing, the more that you 
can outline a strategy for the longer term and don’t keep changing 
it all the time and don’t look ad hoc but look predictable and be 
predictable, the more confidence people will have in their govern- 
ment. When they see a testimony asking for $700 billion with ap- 
parently little documentation for that, that worries them. When 
they see the markets reacting negatively to that, it is very visible, 
of course, the stock markets. 

So I would say, to me, the most important thing — that is why I 
am stressing here today, yes, do something, but make sure that it 
is a strategy that you are not going to have to come back to in an- 
other 6 months. It is so important. 

Senator Murray. Are you going to break the tie here on whether 
we should purchase toxic assets on this panel? 

Mr. Taylor. Well, I think, and let me just say about it, this is 
another example where changing itself has some problems, OK. 
Obviously, you want to change when things aren’t working or when 
the circumstances have changed. But I think people look at that 
change and they say, well, what did change between the testimony 
of Secretary Paulson here on the Hill with Chairman Bernanke 
and the new — what changed? Why did they do that? 

And so I think more explanation for it. I actually think a more 
balanced use of those funds, you mix it here and there, so you keep 
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the toxic assets as a possibility. You keep the equity injections. You 
add in what Senator Gregg asked about, direct assistance to the 
borrowers, the home mortgage holders, the people that are under- 
water. Try to fix them. They are the heart of the problem. That is 
why the derivative securities are such a problem, because those 
payments aren’t being made. 

And I would add a fourth one which doesn’t cost much at all, is 
just to require more disclosure of what is in those toxic assets right 
now. You know, you try to tell someone, well, I have this CMO 
filled with a thousand or 10,000 mortgages. We don’t know what 
the status of the payments are on those mortgages. We should re- 
quire that it be posted on the websites, what is in those things. 
Then people would begin to have a market for them. So I would 
add that as a fourth 

Senator Murray. The unknown is contributing, as well. 

Mr. Taylor. Yes. 

Senator Murray. And I am absolutely out of time, but I just 
want to say, Mr. Chairman, we have focused a lot on what we need 
to be doing. I agree, it needs to be very focused, very clear, very 
predictable. But I also hope we have some point we can talk about 
what is happening in the global marketplace, too. I think several 
of you mentioned that in your opening remarks. What happens if 
other countries don’t respond equally as we hope we will do. 

Chairman Conrad. Thank you, Senator Murray. 

Senator Sessions. 

Senator Sessions. Thank you, Mr. Chairman. I would just ask 
the panel if you agree with the statement that was in a USA Today 
editorial a month or so ago that said an economy founded on exces- 
sive personal debt, excessive government debt, and a huge trade 
deficit is an economy in trouble. Would you fundamentally agree 
with that? I don’t see any disagreement, so I assume you would 
agree with that. Dr. Johnson? 

Mr. Johnson. I am sorry. I think it is rather too simplistic a 
statement. I think there are serious issues in the United States, in- 
cluding longer-term issues of poverty and inequality. I think you 
have to be very careful in terms of managing the fiscal accounts, 
and it is certainly the case that some consumers obviously went too 
much into debt. 

But I would like to emphasize that in the middle of September, 
or at the beginning of the second week of September, this economy 
was not in serious major recession. We did not have a global con- 
traction of credit underway. The problems, the severity — we had 
these underlying problems. We had mortgages. We had issues with 
financial institutions. But the problem was nowhere near this size 
of this — the magnitude of this problem, the enormity of this prob- 
lem and the global nature of it was caused by a crisis of confidence 
triggered by the way the U.S. Government, I am afraid to say, han- 
dled Lehman and then AIG. They created the strong impression 
that AAA credits were no longer secure anymore. This causes a 
massive loss of confidence in credit, and so everybody who has 
debt, even a little bit of debt, around the world has major problems 
right now. 

Senator Sessions. Well, one commentator wrote in 2006, that 
housing prices cannot continue to increase at a rate double that of 
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GDP when wages are flat. Now, that is a bubble. That has been 
going on for some time. And when people’s credit cards are at their 
limit, they can’t keep spending. And when the trade deficit is enor- 
mous, it creates economic uncertainty in people who are buying our 
debt. And I don’t think we can buy our way out of this one, Dr. 
Johnson. 

Dr. Taylor, do you have any view of it? 

Mr. Taylor. No, I agree with the general philosophy of what you 
are saying, Senator. In some sense, maybe you are always looking 
for silver linings here, I think a few people asked already. And one 
perhaps is that we will in the United States get our saving rate 
up 

Senator Sessions. It is going up a little. 

Mr. Taylor. It is going up, yes. 

Senator Sessions. Last year, we had zero savings. This year, I 
think we have had two or 3 percent savings. 

Mr. Taylor. I hope it doesn’t go so fast, but it has to be — if it 
is adjusting, that is a silver lining and that will affect our trade 
deficit and our borrowing from abroad, or will bring both of those 
down, which is a good thing. 

So ultimately, we probably had to make this adjustment and the 
difficult thing is it is happening so abruptly and with so much de- 
struction. But the idea of gradually raising our saving rates, per- 
sonal as well as government, reducing the trade imbalances, which 
always cause risk, reducing the amount of assets, of American as- 
sets, U.S. Treasuries held by foreign central banks and other gov- 
ernments, all those are good things if we can get to those. 

Over the long run, I think if again, making sure — before you 
came in, Senator, I said, let us be sure that we have agreement on 
some kind of a glide path when we get out of this that we are going 
to get back to a zero deficit. Put that in the plan, whatever stim- 
ulus plan it is you come up with, so that will include building up 
some confidence, as Senator Murray was asking about. 

Senator Sessions. Doctor, I will just comment on that. One com- 
mentator said recently — Mr. Chairman, I think I shared this with 
you — that during the decline of a nation’s fiscal responsibility and 
discipline, the government and the leaders cite the old verities 
while doing just the opposite. So I am hearing people say, well, I 
wish we didn’t have to go in so much debt. I wish we didn’t have 
to bail this private company out. I wish we didn’t have to do this, 
while we are pell mell doing it, and I don’t think it is good policy. 

At a most fundamental level, Dr. Zandi, just one more thing. I 
do believe there are things government can do to minimize the de- 
struction that you referred to. I am open to that, but I do think 
those actions need to be as targeted and as narrow as possible. 
Your comments, Doctor? 

Mr. Zandi. No, I agree with you that the fundamental problem 
is we took on too much debt as consumers — not all consumers, but 
a fair share of consumers, and that that debt is going bad and it 
is choking the financial system and the broader economy. 

I think, though, that wrong needs to be righted in an orderly 
way, and right now, it is being righted in an extraordinarily unpro- 
ductive way that is hurting everybody, even the people who didn’t 
borrow, because their housing values are falling, their stock port- 
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folios are depreciating. They are losing their jobs. They are not get- 
ting credit, even though they are, under any normal circumstance, 
good credits. 

So that is, unfortunately, the situation we are in and it is becom- 
ing very self-reinforcing. If there isn’t a response to that, then you 
run the risk of it all sort of devolving, and that is why I think we 
are at a very unusual point where it is very important for policy- 
makers to be aggressive to try to short-circuit that cycle so that 
this righting of the wrong, which you are absolutely right about, 
happens in an orderly — a reasonably orderly way. 

Senator Sessions. Dr. Zandi and to you other panelists, let me 
just say to you that it is easy for business people and economists 
and theoreticians to announce all these things and you tend not to 
consider the deep fundamental philosophical problems we are cre- 
ating when we do this. I heard Barney Frank on the TV today cite 
the 100-and-something billion dollar bailout of AIG in support of 
his belief that we should do another $25 billion on top of the one 
we are talking about for the automobile dealers. 

So when the floodgates are open, guys, I mean, I know if you 
could just run this economy and you could manipulate it all, you 
think you could do better than Secretary Paulson. I think you prob- 
ably could, but 

[Laughter.] 

Senator Sessions [continuing]. Once you start down that road, it 
creates a lot of problems. In the long run, I think we will look back 
and see that we would have been better being much more modest 
than our actions today would suggest. 

Chairman Conrad. Senator Nelson. 

Senator Nelson. Thank you, Mr. Chairman. 

In a few hours, we are going to vote on whether to proceed to 
a bill on auto bailout. It is $25 billion and it has some restrictions, 
I really don’t know what restrictions, but any advice? 

Mr. Taylor. Well, I will just mention in answer to Senator 
Gregg’s question, I think the $25 billion you have already decided 
on is there and should be used. 

Senator Nelson. That is in the past. It is in the past. 

Mr. Taylor. It is in the past. And so with respect to an addi- 
tional amount, no, I don’t think that is the way that you should go. 

I read the testimony of the three CEOs from yesterday and I 
read it very carefully with respect to the current economic situa- 
tion. The main rationale they have, if you look for it, of course, 
they indicate why their companies are doing well and they are win- 
ning this award and that award, but they also mention that the 
reason they need this money is because of this credit crunch, the 
credit crunch that we all talked about in this testimony. 

Well, why not every company in the United States who is experi- 
encing — you know, what about the small guys? What about the 
small businesses who are facing exactly the same credit crunch 
things? Why — and if you add them up around the country, there 
are more workers involved. So that is my 

Senator Nelson. OK. Let me, with the limited amount of time, 
let me get the other two. Dr. Johnson? 

Mr. Johnson. I think that this is a terribly difficult decision, be- 
cause I think you are in danger of opening the floodgates. The only 
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case that I can see for — two cases I can see for this are if you be- 
lieve that Chapter 11 bankruptcy would actually lead to the closure 
of the businesses and massive disruptions through the suppliers, 
which is what they claim. It is very hard for outsiders to evaluate 
fully. Some, I think, smart analysts think that that might be a pos- 
sibility, and the question is do you want to take the risk in this 
situation. 

The second point is, why them and why not others? I think they 
could potentially be systemic. They owe a trillion dollars in debt. 
In fact, you could argue they have run their — at least car compa- 
nies have been run rather like banks that gave away cars below 
cost as some sort of a very strange incentive program. They made 
money on the loans. All of these loans have now gone bad. Well, 
ordinarily, they should face the music and ordinarily they should 
have to restructure. I think that is where this is heading. Do you 
want to make them do it right now? Do you want to gamble with 
that at this moment in the U.S. economy and the global economy, 
with the importance of those jobs in the U.S. economy? 

I think it is really an unpleasant place to be in. But unfortu- 
nately, at this moment, I think you have to get them through the 
next few months. Then they have to do a Chrysler-type deal. With 
or without officially going bankrupt, they have to have concessions 
from everybody, including the suppliers, including the executives, 
including the workers. That is the only way they are getting out 
of this. 

And they have to push through restructuring. GM cannot explain 
why they still have so many brands and so many models. There are 
a lot of things that still don’t make sense about the way they run 
their business. I don’t think we can afford to have them collapse 
right now. 

Senator Nelson. And the problem is, the collapse of Chrysler, 
which I voted on years ago as a young Congressman, we had a Lee 
Iacocca who offered some leadership. There are no Lee Iacoccas 
today. As a matter of fact, the way that they have conducted them- 
selves over the years makes me doubt anything that they are say- 
ing, so that when they say, well, we will go into Chapter 11, well, 
I really don’t know that that is true. 

Dr. Zandi, do you know if that is true? 

Mr. Zandi. I think there is a very good chance they will go into 
bankruptcy. 

Senator Nelson. Between now and January? 

Mr. Zandi. Yes, a reasonable probability that they would, just 
looking at their cash and how quickly they are burning through 
their cash. But I don’t know that I would vote — I don’t think I 
would vote for this legislation. I think bankruptcy is the appro- 
priate way to go and I think when they got into bankruptcy, if they 
were having trouble getting financing to have an orderly bank- 
ruptcy, which would be why they would go from a Chapter 11 to 
an effective 7, a liquidation, and that is when you would see the 
massive layoffs, it would be at that point that I think you might 
want to respond, either through some kind of guarantee to that fi- 
nancing or it may even be a place, and I don’t know this for sure, 
but it may even be a place for the Federal Reserve to enter in. 
They may be able to provide some guarantees on that financing. 
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Because I think you are right. If you give them the money, it 
would be very surprising to me if they don’t come back for more 
money. And it would also be very surprising to me that they could 
go through the restructuring that they need to to become viable 
companies in the long run. The only way that is going to happen, 
I think, is if they go through the very painful bankruptcy process, 
because that is going to bring all of the stakeholders of these com- 
panies together, the creditors, the management, the shareholders, 
the unions, and they are all going to have to make those tough 
choices together, and I don’t think those are choices that they are 
going to make outside of bankruptcy. 

Senator Nelson. Let me go back a few weeks ago when we were 
told — we were all on a conference call on our Democratic Caucus 
with Paulson and Bernanke. The Republican Caucus had done the 
same thing. They, those two, told us that there could be a complete 
economic meltdown by Monday, when this was a Friday conference 
call. Was that accurate? They said there could be unless we sig- 
naled that we were going to do something, which we did. Was that 
true? 

Mr. Zandi. In my view, that was a very significant risk and 
threat, that the financial system broadly was literally on the preci- 
pice of collapse, meaning that you would have a lot of major insti- 
tutions failing and it would shut down the system completely. Yes, 
I think that was a reasonable threat, yes, risk. 

Mr. Johnson. You didn’t say which Friday it was, but if I can 
guess which Friday it was 

Senator Nelson. Yes, it was when all this stuff started. 

Mr. Taylor. It was September 19. 

Senator Nelson. Yes. 

Mr. Johnson. Then I think their assessment on that day was 
correct, and I think — remember how they got there, or remember 
that the week before, they had declined to save Lehman and many 
people, including myself, thought that was a very brave move and 
I thought they must have done the math very carefully and I pre- 
sume that they knew that the consequences would not be severe, 
and I don’t know what they knew and they didn’t know, but 2 days 
later, they had to save AIG because of the way these things are 
interconnected and the way that the financial system is structured. 

That is the danger here, is that you can make a decision about 
not saving an entity that is very interconnected, has a huge 
amount of debt, and 2 days later, you have to put a lot more money 
into preventing the system from collapsing. 

Senator Nelson. And we are still putting money into the black 
hole of AIG. 

Mr. Johnson. And I think you will be for some time. 

Senator Nelson. Did you have a comment, Dr. Taylor, and then 
I will 

Mr. Taylor. Yes. I remember September 19 very well. I wasn’t, 
unfortunately, privy to the conference calls or however the meet- 
ings took place here so I can’t really assess what Chairman 
Bernanke or Secretary Paulson said that day 

Senator Nelson. Well, they said just what I said. 

Mr. Taylor. I do feel that a lot of the things that happened, if 
you look at the TED spread that the Chairman put up or look at 
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the chart in my picture, a lot of that happened after September 19, 
OK, so it was after the decision to go ahead and do something. So 
I think, again, going back to Senator Murray’s question, there are 
a lot of questions about how the response to that took place and 
the confidence problems that that response itself created. It was 
the whole month of — the rest of September and October were the 
worst performance we have had in these markets in a long, long 
time. 

Senator Nelson. Thank you, Mr. Chairman. 

Chairman Conrad. Thank you, Senator Nelson. 

Let me just reclaim my time, then we will go to Senator 
Whitehouse. 

Senator Nelson. You were very gracious, by the way, to defer so 
that your other members of the committee can ask questions first. 
That should be noted for the record. 

Chairman Conrad. Thank you. 

I was on that call, as well, and I remember, in fact, I thought 
the whole conversation was so striking, I wrote it down. I can’t re- 
member if it was a Thursday or a Friday, and we were told, I re- 
member very, very clearly, No. 1, if you don’t act, the following 
things are going to happen. No. 2, No. 1, there will be massive ad- 
ditional failures. No. 2, the stock market will collapse. No. 3, the 
country will enter a deep and possibly protracted recession. 

And those statements were notable for their absence of hedge 
words. There was no, this might happen, this could happen. These 
were declarative statements. There will be massive additional fail- 
ures. The stock market will collapse. And this nation will enter a 
deep and possibly protracted recession, and I took that down as 
they talked because I thought it was historically an important con- 
versation. 

Let me go back to how did we get in this mess. I have been 
asked — I have just done 50 community forums in my State and I 
was asked, what is the root cause of all this? And I know so much 
of the talk is housing, and I know, Dr. Zandi, you are a housing 
specialist. My own reaction has been my belief is that at the root 
of all this in terms of government responsibility is simultaneously, 
we had a very loose monetary policy and a very loose fiscal policy. 
Unusual if you look at economic history to have a very loose fiscal 
policy, a very loose monetary policy simultaneously, and we under- 
stand the roots of it. 

Dr. Taylor, you referenced the monetary policy side of it. We had 
the Federal Reserve go to 1 percent on the discount rate because 
of 9/11 and stayed there a long time. Simultaneously, we were run- 
ning massive budget deficits. My own belief is that created a seed- 
bed for bubbles. And we didn’t get just a housing bubble. We cer- 
tainly got that, but we also got an energy bubble. We got a com- 
modity bubble. I mean, wheat went to $18 a bushel. These things 
all happened and they happened together, and I believe they had 
a common genesis. 

Coupled with that was deregulation. Coupled with that was indi- 
viduals taking on debt they had no business taking on. Coupled 
with that, lenders making loans they had no business making, no 
documentation loans, liars’ loans as they call them. So we really 
cooked a stew. 
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So on the one hand, my own belief is that created the climate for 
bubbles to collapse, and when bubbles collapse, there is a lot of eco- 
nomic wreckage. 

So how do we get out of it? Short-term, I believe you do have to 
have stimulus. You have to have lift to this economy. Only the Fed- 
eral Government can do it because credit markets are still debili- 
tated and you have very serious falling demand, aggregate demand. 
So you have to give lift. 

On the other hand, I also believe that if we don’t send a signal 
and enter a process to get us back to fiscal responsibility, we will 
lose credibility and we will have the danger of even greater long- 
term damage. 

So my view is, and this is what I would like your reaction to and 
response to 

Senator Gregg. Can we, Mr. Chairman, before they react, put 
that opening statement by yourself in bold letters and distribute it 
to our membership, because you just hit the nail on the head, in 
my opinion. 

Chairman Conrad. Well 

Senator Nelson. Amen. 

Chairman Conrad. I hope I have hit the nail on the head. We 
will see. I think it is so important that at the time we do another 
stimulus package, we also enter into a process to restore fiscal dis- 
cipline. I think this whole exercise is not going to have much credi- 
bility, and I liked, Dr. Taylor, very much some of the words that 
you applied here. Dr. Zandi, I liked very much your specific pro- 
posals. Dr. Johnson, I liked your bringing to our attention, remem- 
ber, this is global. This is unlike what we have seen before. 

But how about that basic construct, that while we do stimulus, 
simultaneously we set in place a process to restore fiscal discipline? 
Dr. Zandi, I would just go right down the line. 

Mr. Zandi. Yes, I think that is vital, because on the immediate 
other side of the crisis will be the next crisis, and that is our long- 
term fiscal problems, that we will be right into the middle of Medi- 
care, Medicaid, Social Security, and the math is very daunting. So 
there is not — I had thought before the crisis that we would have 
a bit of a window where we could put a process together and really 
think about this carefully. But unfortunately, that is not the cards 
we have been dealt. So we are going to have a trillion-dollar deficit 
this year. We are going to have a trillion-dollar deficit next year. 
Even if the economy recovers reasonably well, we are going to have 
very large budget deficits unless we make real changes. 

One thing you could do in the fiscal stimulus package with re- 
spect — I think all the spending, which is very important for near- 
term stimulus, should be temporary and it should be very clear 
that this is temporary. And I think that provides a very large bang 
for the buck. It creates a lot of jobs and that fills the hole left by 
the pull-back by consumers. 

On the tax side, I do think it might be worthwhile to make per- 
manent the lower tax rates for current lower-middle-income house- 
holds, and then for upper-income households, tell them exactly how 
their tax rates are going to rise and when they are going to rise. 
It probably shouldn’t be 2011, and I am not sure what date it 
should be, 2012, 2013, and it phase in over a 4-year period, but it 
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becomes very clear, to go to Dr. Taylor’s predictable, that you know 
exactly when those tax rates are going to rise and people can plan 
for it. 

And all of the tax dollars that are generated from that should go 
to deficit reduction, that it shouldn’t be used for anything other 
than this is going to be a starting point for paying for those big 
deficits we know we are going to face in the out years after we get 
by this crisis. 

But I think as part of the stimulus, if you can do that, I think 
it creates predictability and it also is at least a good start to trying 
to address the long-term fiscal problems. 

Chairman Conrad. Dr. Johnson. 

Mr. Johnson. I agree very much with what you are saying and 
I would reinforce it in the following way. I think because of the 
global nature of the economy and our global financial system, you 
have to expect that there will be bubbles, again, either somewhere 
else or actually in the United States. The capital will come in, and 
this is a little bit about the capital flows we talk about through fi- 
nancing the trade deficit, but much more than that, it is the gross 
capital flows. Capital comes in and goes out every day. The amount 
of capital that can come in whenever it sees an attractive oppor- 
tunity in the United States is enormous and you will not stop it. 

The Federal Reserve will not stop the bubbles, I am afraid, just 
that is the nature of these things. The regulators, even though I 
am sure you will end up with much stronger, better regulators, 
they also are not likely to prevent all asset bubbles from devel- 
oping. 

So the only thing you have is the balance sheet, the government 
balance sheet, and the willingness to deploy it when necessary, but 
only when necessary, and that you only have the balance, you only 
have the credibility if you preserve it in the good times. 

So I am a little reluctant to commit to exactly the glide path Mr. 
Zandi laid out because I don’t know how long this recession is 
going to be. I need a bit more time, 6 months at least, to see where 
this is going. But I think the general idea that you are expressing 
and that Professor Taylor was talking about is right, that you want 
to keep the debt at sustainable levels. You want to preserve your 
financial firepower for when you need it. 

And I think you don’t need it very often, all right. You need it 
in the aftermath of the collapse of these massive, massive bubbles. 
I don’t know if that is once every — I hope it is not more than once 
every 10 years. That is the point of fixing the regulation. I think 
you need it now, but you also need to address the fiscal consolida- 
tion absolutely as a priority going forward. 

Chairman Conrad. Dr. Taylor. 

Mr. Taylor. Yes, I would just add that one way to add to the 
credibility that you rightly want to convey would be as disciplined 
as possible in the package itself. In other words, look for things, 
and I gave some suggestions, where you can stimulate the economy 
without increasing the deficit. And the more you — or even stimu- 
late the economy and reduce the deficit. So the more you can do 
to demonstrate currently fiscal discipline, the more credibility you 
are going to have for the future. 
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With respect to the tax rates, I see no reason to do anything ex- 
cept to commit to keeping those rates from rising. They are going 
to rise in 2010 right now in the law. I think that has people wor- 
ried. Again, it is more than 50 percent of small business income is 
going to get a tax increase by current law. It is more than 50 per- 
cent of capital gains income is going to get a tax increase. And that 
can hurt — it is already, in my view, hurting the economy. 

So you can stimulate this economy by somehow, and I agree, you 
have a political problem here, somehow committing that we are not 
going to raise those taxes. We are going to put them and make it 
as permanent as you can, plus do the things that I mentioned that 
President-Elect Obama suggested. 

Chairman Conrad. Senator Whitehouse. 

Senator Whitehouse. Thank you, Mr. Chairman. 

It appears that we all agree with the need for a significant stim- 
ulus and soon. It also appears that we all also agree that whatever 
stimulus we go forward with, it will increase the deficit, whether 
it is tax cuts that reduce our revenues and add to the deficit or ad- 
ditional spending that adds to our spending and adds to the deficit. 
That is the predicament that we have here. It seems to be the con- 
sensus that right now, the stimulus is more important than the 
deficit issue in an immediate sense, but the deficit debt problem is 
one that is very significant, I think probably safe to say even dan- 
gerous. 

In balancing the stimulus that we require against the deficit that 
we create, it strikes me that infrastructure has a characteristic 
that is particularly valuable here, and that is that you end up with 
an asset when you are done with the spending. And if you presume 
for a moment that the asset was necessary in the first place, that 
the bridge had to be built, that the water treatment plant needed 
to be improved, that the highway needed to be repaved, that the 
school needed to be cleaned up, then in many respects, if you are 
doing that spending now, it strikes me that you are really accel- 
erating a future liability and moving a cash asset into a physical 
asset more than you are pure deficit spending, the way you would 
if you just sort of threw it out there. 

Do you agree? I see heads nodding. Do you agree that that is an 
attribute of infrastructure stimulus, that it has a kind of an inher- 
ent counterbalance or mitigating effect with respect to the debt and 
deficit problem that we have? 

Mr. Zandi. Yes, I strongly agree with that statement. The only 
rap against infrastructure spending is it takes, at least historical 
rap, is that it takes a long time to really have a benefit to the econ- 
omy. You have to do the plans. You have to cut the checks. You 
have to hire the people. That could be a year or two from now. 

Senator Whitehouse. Let me jump in on you there on that, be- 
cause an enormous — I am not expert in this and you all, of course, 
are, but an enormous amount of what I hear talked about in this 
context is confidence. And it strikes me that if a Rhode Island car- 
penter or a Rhode Island laborer or a Rhode Island plumber knows 
that a significant contract for a significant project just got let and 
he has a job there for the next two or 3 years as that project gets 
built, that individual’s confidence and their appreciation and their 
sense of relief that they might make it through this thing improves 
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day one, even if the actual funding doesn’t come through in the fu- 
ture. Isn’t there some value to that? 

Mr. Zandi. Yes, I think that is a very reasonable argument. I 
was just going to make the other argument that the problems that 
we are in are longer-term. They are not the next 6 months. They 
are not even 12 months. This seems to be a two-, 3-year prob- 
lem — 

Senator Whitehouse. Yes. 

Mr. Zandi [continuing]. That even if the money gets into the 
economy in 2010, that is going to do us a lot of good. 

Senator Whitehouse. Yes. 

Mr. Zandi. The other thing to consider, just from a pure mathe- 
matical perspective, if the Treasury borrows at 4 percent, I think 
most estimates, academic estimates I have seen on the return on 
public investment, public infrastructure, is much greater than 4 
percent. So it almost makes sense from just a purely investment 
perspective. So it gives you the stimulus, and as you say, you get 
an asset that yields a return that is higher than the cost of the fi- 
nancing. 

Senator Whitehouse. And let me add one more factor in there. 
What if we were to focus the infrastructure in areas that were of 
added societal benefit? I mean, one of the things when we think 
about infrastructure, we very often think about things that the Ro- 
mans could build, you know, roads, bridges, aqueducts, water facili- 
ties. But we need to transition to a green economy. If we do so, 
there will be substantial rewards in terms of the reduction of our 
reliance on foreign oil and the hemorrhaging of our funds to oil-pro- 
ducing countries. 

If we invest in, for instance, a health information technology in- 
frastructure, almost every expert agrees that that investment will 
help turn around the direction of health care costs. It may even re- 
duce them substantially. 

Is it worth, in the context of the infrastructure, looking beyond 
Roman infrastructure and looking at other elements that may pro- 
vide added both economic and social benefit, particularly in the en- 
vironmental/energy and health care areas? 

Mr. Zandi. I think it is very reasonable. That was your point. 

Mr. Johnson. Yes. I think that that is a very good additional 
point to think about. Investment in new technology often overlaps 
with infrastructure. I think that is what you are saying. And I 
think this is a very important opportunity because we are facing 
a longer-term problem and not a 1-year problem. But I think we 
are agreeing it is a two-, three-, or 4-year problem. Now is the right 
time to make some sensible decisions. 

I would stress the need to be careful. There are countries out 
there that are spending a lot of money on infrastructure, countries 
like Japan, that end up spending a lot of money on bridges to no- 
where. I don’t think U.S. is in that situation. I think we have some 
very pressing infrastructure needs in terms of upgrading and doing 
proper maintenance on existing Roman infrastructure, Roman-type 
infrastructure, and then investing further in that kind of more tra- 
ditional infrastructure. I would support that as long as it is done 
carefully. And you do have time to do it now. 
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Senator Whitehouse. Yes, and the premise of my question was 
that this was, in fact, necessary infrastructure and not bridges to 
nowhere. 

Mr. Johnson. Well, the other point I would emphasize is that 
low oil prices, low commodity prices actually give you good value 
for money in terms of infrastructure spending now. Building 
bridges and roads now is much cheaper because oil prices are low 
and they are going to be lower, and other input prices are going 
to be lower. So this is actually a very good time in terms of the 
global cycle to make those kinds of investments. You get good re- 
turns. 

Senator Whitehouse. Dr. Taylor, I am down to 43 seconds. Do 
you have anything to add? I am sorry, we have kind of run you 

Mr. Taylor. Just very quickly, it seems to me that if you do be- 
lieve that the decisions are being made correctly about what infra- 
structure we need and that there have been decisions made, bring 
those forward as much as you can, the ones that already are au- 
thorized or even appropriated. Bring those forward. That is, to me, 
the place to start. And it goes back to the idea of looking for ways 
to stimulate without adding to the deficit, which is, really, we need 
to be doing that as much as possible. 

And I just say, when you talk about public sector, jobs created 
by the public sector, don’t forget the private sector is by far the big- 
gest source of job creation, and anything you can do to help create 
jobs at private firms should be the highest priority. 

Senator Whitehouse. Understood. I appreciate the witnesses’ 
answers and I appreciate the Chairman’s courtesy, Mr. Chairman. 

Chairman Conrad. I thank you Senator. 

Senator Gregg, would you like 

Senator Gregg. I want to thank the panel. It has been extraor- 
dinarily informative. 

Chairman Conrad. I first of all want to thank Senator Gregg 
very much for helping us organize this panel. I think this has been 
really exceptionally good. We have had different perspectives from 
each one of you, very valuable to the work of this committee and 
more broadly to the work of the Senate in the days ahead. I am 
certain we will be calling on you in the future. I hope that you are 
available to us. I think you have provided a lot of food for thought 
here, and I want to thank you all very, very much. 

The hearing is adjourned. 

[Whereupon, at 11:55 a.m., the committee was adjourned.] 
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